SPREAD ^/i£ET - CONTRACT^' jsT ?ki 



Resolution of lasuea Dlgcnaaed with 
at Meeting Held 15 October 1 



. . Industry Position 

Issue 

The extension of cost principles to fixed-price 
AppUcability of the Cost Principles to other type contracts will inevitably result in formula 

than coat-reimburseinent type contracts. pricing. Industry particularly objects to the 

requirement for submission of price proposals in 
accordance with the cost principles. Objection 
is made to use of principles in connection with 
temdnated fixed-price type contracts arid to their 
applicability to subcontractors and vendors* 
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15-000 Scope of Section. This Section contains general coot principles and standards 
for use in connecUon with (1) the determination of historical costs, (11) the preparation 
and presentation of cost estimates by prospective contractors, contractors and subcon- 
tractors in negotiated procurement and in temiiiation for convenience of the Govemaent, 
and (ill) the audit of cost in the negotiation and administration of contracts, aixl (It) 
the evaluation of cost data in procurement and contract administratloa. 

Part 1 - ApjOlcabiUty 

1$-101 Scope of Part. This Part prescribes the use of the cost principles and standards 
set forth in the several succeeding Parts of this Section in contracting and subcontracting 
and delineates the nature of such use under different circumtances. 

15-101.1 Use. Part 2 is prescribed for uses 

CI; As a contractual basis, by incoxporaUon by reference in the contractor, for 
determination oft 

(A) relaborsable costs under eoet-relnbursement type contracts including 

eost-relnbursement type subcontracts thereunder and the cost-reimbursement 
portion of time and materials contracts | 

terminations when the a;doaiita thereof are determined unilaterally by the . 
contracting officer | 

costs of terminated eoot-relnbarsement contracts. 
Z basis fort 

(A) the dsTelopoent and submission of coet data and price analyses by 
contractors and prospective contractors as required in support of 
negotiated ovei^ead rates, requests for progress payments, and settlement 
proposals under terralAation'i 

audit reports prepared by the Audit Agencies in their advisory capacity 
of providing accounting information respecting negotiated pricing, 
repricing and termination, 
(ill) By Contracting Officers in the evaluation of cost data, as follows i 

(A) In Retrospective Pricing and Settlements. In negotiating firm fixed prices 
or settlenants for work which has been completed or substantially completed 
at the time of negotiation (e.g., final negotiations under fixed-price 
incentive contract, redetendnation of price after completion of the work, 
negotiation of final overhead rates, or Mgotiation of a settlement 
agreement under a contract terminated for the convenience of the Oovemasnt), 
the treatment of costs is a major factor in arriving at the amount of the 
price or settlement. Accordingly, AS PR, Section 17, Part 2, shall serve 
as the basis for evaluation of cost data. However, the finally agreed 
price or settlement represents something other than the sum total of 
acceptable costs, since the final price accepted by each party does not 
necessarily reflect agreement on the evaluation of each element of cost, 
bttt rather a final resolution of all issues in the negotiation process. 
In- Forward Pricing. To the extent that costs are a factor in forward 
pricing, ASPR, Section XV, Part 2, shall serve as a guide in the evalua- 
tion of cost data. The extent to which costs influence forward pricing 
varies greatly from case to case. In negotiations covering future work, 
actual costs cannot be known and the importance of cost estimates depends 
on the circumstances. The contracting Officer most consider all the 
factors affecting the reasonableness of the total proposed price, such as 
the technical, production or financial risk assumed, the complexity of 
work, the extent of competitive pricing, and the contractor's record for 
efficiency, economy and ingenuity, as veil as available cost estimates. 
He mast be free to bargain for a total price irtiich equitably distributes 
the risks between the contractor and the Government and provides 
incentives for efficiency and cost reduction. In negotiating such a price. 
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it is not possible to identify the treatment of specific cost elements 
since the bargaining is on a total price basis. Thus, while Part 2 will 
be used to evaluate cost data, it will not control negotiation of pilces 
for work to be performed in the future, e.g., negotiation of a firm 
fixed-price contract, an intenaediate price revision covering, in whole 
or important part, woric which is yet to be perfonned, or a target price 
under and incentive contract. 
(It) As the basis for the resolution of questions of acceptability of individual 
costs whenever such questions become issues* 
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Government Position 

We have recognized that industry objections to 
our previous draft are, to some extent, well taken* 
By emphasizing the pricing principles set forth in 
ASPR Section III, Part 8, and by treating the 
applicability of the cost principles to fixed- 
price type contracts in a separate section, we feel 
that there is less danger of formula pricing. The 
requirement for submission of price proposals in 
accordance with the principles should have no 
applicability to fixed-price type contracts. We 
do not agree with Industry that the cost principles 
-be inapplicable to tenninated contracts. The 
principles would be used to provide general guid- 
ance in both the prlne and subcontract areas when, 
eoitts are a factor in pricing. 



Current Proposal 

1* A new part Is proposed in Section X7 to 
specifically deal with fixed-price type 
contracts. 

2. Pricing, as distinguished from costing, is 
efflpha sized. 

3. The fundamental differences between retro- 
spective and forward pricing has been 
maintained. 

i^. The principles "shall be used as a guide 
in the evaluation oT cost data required 
to establish a fair and reasonable price" 
when costs are to be considered in the 
negotiation of fixed-price type contracts. 



Latest Suggested Revision 
Part 7 - Plxed-Prlce Type Contracts 

15-700 Scope of Part. This Part sets forth the guidelines to be used for the 
ev aluation oFcceis in neg otiated fixed-price type contracts and subcontracts, including 
ternlnations thereof, in those ia^tances where such evalua Uon is required to establish 
prices for such contra^, '^Fixed-price iype*^ contracts include, for purposes of mis Part, 
the following: ■ 

(1) firm fixed-price contracts (ASPR 3-U03.1) 

(11) fixed-price contracts with escalaUon (ASPR 3-U03.2) / «^ ^ i^-. ^\ 

(ill) fixed-prlce contracts providing for the redetermination of price (ASPR 3-U03.3} 
(iv) fljced-prlce Incentive contracts (ASPR 3-U03.U) ^ /.cod o inc n\ 

. (v) noB-cost-reiid&ureable portion of tiine and materials contracts (ASPR 3-a05#l; 
15«701 Basic ConsideraUons. (a) Under fixed-price type contracts, the negotiated 
pr ice is t he basis for paymeni io a contractor whereas allowable costs are the basis for 
reimbursement under cost-reimbursement type contracts. Accordingly, «ie policies Pro- 
cedures of ASPR SecUon III, Part 8, are governing and shall be followed in the negoUatloa 
of fixed-price type contracts. Cost and accounting data may provide guides for ascertaining 
fair corapensaUon but are not rigid nsasures of it. Other types of data, criteria, or 
mUMdMTdm may IHimlsh equally reliable guides to fair conqjensatlon. The ability to_apply 
standards of business Judgraant ma distinct rrom strict •oeoun^ns prtjr«4.px.« ±m - 
of a negotiated price or settlement. - j . 

(b) Among the different types of fixed-price type contraetp^vne need for 
consideraUon of costs varies considerably as indicated^eifl-* 



(i) 



Retroaoec Uve Pricing and SettlgpeatST In negotiating firm. fixed prlces 
or seitlemenis for work wKich has been completed at the tine of negotiation 
(e.g., final negotlaUons under fixed-price incentive contracts, redeter- 
mlnation of price after coii?)letion of the work, or negoUaUon of a settle- 
ment agreement uxKier a contract terminated for the convenience of the 
Government), the treatment of costs is a major factor in arriving at the 
amount of the price or settlement. However, even in these situations, the 
finally agreed price or settlement may represent something other than the 
sun total of acceptable costs, since the final price accepted by each 
party does not necessarUy reflect agreement on the evaluation of each 
Sement of cost, but rather a final resoluUon of all issues in the 
negotiation process. ^ . . 

(U) Forward Pricing. The extent to which costs influence forward pricing 

varies greaily f rom case to case. In negotiations covering future work, 
actual costs cannot be known and the importance of cost estimates depends 
on the circumstances. The contracting officer nist consider ali the 
factors affecting the reasonableness of the total proposed price, such as 
the technical, production or financial risk assumed, the con9)lexlty of 
work, the extent of coii?)etitlve pricing, ^ the contractor's record for 
efficiency, economy and ingenuity, as well as available cost 
mist be free to bargain for a total price ^ch equitably distributes the 
risks between the contractor and the Government and provides incentives for 
efficiency and cost reduction. In negoUatlng such a price, it is not 
possible to identify the treatment of specific cost elements since the 
bargaining Is on a total price basis. Thus, ^iiile cost data of*«?^» 
valuable aid, it will not control negoUation of prices for work to be 
performed, or a target price under an incentive contract. 
15-70? Cost Principles and Their Use, (a) When, pursuant to ASPR 15-7^, costs are 
t o be considered in ihe negoUaiion of fixed-price type contract. Section XV, Part 2, 
shall be used as a guide in the evaluation of cost data required to establish a fair ana 
reasonable price in conjunction with other pertinent considerations as set forth more 
fully in ASPR Section III, Part 8. ^ 4* * ♦ 

(b) Whenever an occasion arises in which acceptability of a specific item of cost 
becomes an issue, SecUon XV, Part 2, will serve as a guide for the resolution of the issue. 

(c) In applying Part 2 of this Section XV to fixed-price contracts, contracting 
officers Willi (1) not be required to negotiate agreement on each individual element of 
cost! and (11) be expected to use their judgnent as to the degree of detail in which ttiey 
consider the individual elements of cost in arriving at their evaluation of total cost, 
where such evaluation is appropriate. However, the negotiation record should fully 
substantiate and Justify the reasoning leading to any negotiated price. 
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^ " 2. Recognition of all nonnal and legitlinate 

costs* 



TpHuatrv Position 

Industry believes that the Government should 
start from the proposition that it is ./illing 
to accept any cost which has been incurred 
or accrued, in good faith, by a responsible 
contractor exercising its best management skills 
In the conduct of its business. 



Issue 

The issue is %ihetJier the cost principles 
should contain rules or guidelines for deter- 
^ning the « reasonableness- or «allocability« 
of various cost elements or Aether we should 
accept as the criterion "generally accepted 
accounting practices," 



Industry Position 

Industry feels strongly and nearly uniformly that 
"reasonableness'* and « alloc ability" of costs shoul' 
be governed by good accounting practice as reflect 
in going accounting systems and that the govern- 
ment should not adopt special tests or criteria 
which require significant variations in industry's 
accounting systems. Hence, they feel that the 
cost principles should not attempt to prescribe 
how to evriuate the "reasonableness" or the 
"alloc ability" of any eleiaent of co.st and, above 
all, that we should not say that a cost is not 
allocable to us* 



ISSSSL 

U Advanced understandings with respect to 
certain specific cost elements. 



In general. Industry agrees to the concept of 
reaching an advanced agreement on the contro- 
versial cost questions* However, Industry 
is fearful that advanced agreements will be re* 
quired in each instance and that the absence of 
an advanced agreement will result in cost dls* 
allowances. Industry recommends deletion 
this section of the regulation. If retained, it 
should affirm that failure to negotiate in ad- 
vance does. not lead to disallowance, that ini- 
tially negotiated amounts or clauses may be re- 
opened on showing of necessity or changed circuit- 
stances, and it should provide a fonsn in which 
contractors might negotiate these factors on an 
overall basis. 
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toi b-n atated to apply bro««Jly *»^«^ "^^^LS^SanaaalS allocabUlty of 

situation.. Thua, to -«r t^lUe^Mt f^ti^^l"!? i° "^rTr^r 

cartaln itema of coat aay ba -^l^'J?^* *° "!^"iiSiy with th. GoTernBent. In ord*' 
?;ictora vhoaa bualnaaa ia P'^°»^t;*^,°^,^"*S^^f«,Mblenaaa or non-alloeabilltr, 
to avoid poasibla subaecpient disanfiwance b.sed^n p„ 
It la Important that prospective =5^°*"^°"' ?"!:^nffeaBent with the Government In 
dominant^ or wbatantlally with the Oof '«'«°*' ?f "ateKoriea where reasonableness 
trance of the incurrence »P««J«l.!^^'^'^era^e^nr»ly be IniUated by the 
or aUocabiUty are *°i**S^tho,lS be Storporat^ i„ cost-reiabursemant 

contracting officer. »ny such ^ST*^"""* '""^ f.?^ thTcase of negotiated fixed- 
type contracts or »ade a Part of *„^tieterai^ations covered thereby through- 

price type contracts, and should govern the ""^^ elementa asi 

?ut the'perfor»ance of related contract Incli^ i5.20A.2{f )) J 
(1) compensation for perMnal sarvio ^^2^^^ 



(vi) researca sn»i «ov«*wj 

(vii) royalties (ASPR 15-20A.2(j3))5 ^,^^\to\\. 
(ASPR 15-2Ci;e2(s8)(5)). 
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Government Position 

As a generality, we agree that we should accept 
our share of the normal expenses of doing business. 
Nevertheless, the difference between commercial 
business and government business is such that 
certain types of expense should not be allocated 
to us, no matter what the accounting system of the 
contractor normally provides. Examples of such 
expenses are entertainment expense and reserves 
for commercial bad debts* 
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Current Proposal 

^^cer^Ln^ndi^^f ^ ^^^^^^ treatment 

5 ^^^i^dual cost items, we have not"—^ 

adopted the Industry position thit !ll nor^^/ 

for allocation agaiast government contracts'. 
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Government Position 

•♦Generally accepted accounting principles'* are 
broad standards for the evaluation of the financial 
position of an enterprise and for the measurement 
of income and expense over a given period of time. 
Thus a system may be maintained in accordance with* 
such principles and fulfill the requirements of 
management, the stockholders, the taxing authori* 
ties, and others, and yet not yield cost data 
satisfactory for cost reimbursement or to support 
pricing judgments without some adjustments. 
Accordingly what may be "good accounting practice," 
for the purpose of determining the compai^'s 
overall income and expense, may be inappropriate 
when determining the price to be charged a 
particular customer or class of customers. 



Current Proposal 

We have made no additional changes in the cost 
principles to accommodate this Industry argument. 
However, we have suggested that the title of 
Section XV be changed to "Contract Cost 
Principles and Procedures." 
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Government Poflitlort 

We think that the desirability of reaching ad- 
vanced understandings on certain controversial 
items is an Important feature of the regulation 
and should be retained. We have made certain 
changes in this section of a clarifying nature 
which are designed to accommodate the industry 
objections in some degree. 



Current Pyrs^^i\ 

Ve propose that the cost principle be changed to 
clearly indicate that "the absence of such an ad- 
vanced agreement on any element of cost will not, 
in itself, serve to make that element either al 
able or unallowable." Additionally, we have 
gated the items for which advanced understand! 
are "normally easential" from those where eleme. 
are "nonoally appropriate." 



Latest Suggested Revision 

ADVAMCE mrogRSTANDTWCS , 

> 

Modify 15-20^«l(b) of the 21 August draft to read as follows t 

"... Such agreement may be initiated by contracting officers individually or jointly 
for all defense work of the contractor, as may be appropriate. Any such agreement 
should be incorporated in coat-reiobursement type contracts or jnade a part of the 

•7* contract file In the case of negotiated fixed-price type contracts, and should govern 

the cost determinations covered thereby throughout the performance of the related 

^ contract. The absence of such an advance agreement on any element of cost will not, 

in itself, serve to make that element either allowable or unallowable. However, the 
nature of certain costs is such that advance agreements are normally essential. 
These aret 

(i) pre-contract costs (ASPR 15-204..2 (dd)); 
3^- (ii) royalties (^PR 15-20^.2 (jj))j 

(ill) travel costs, as related to special or mass personnel 
movement (ASPR 15-20^.2 (ss)(5)); 
Examples of others for which such agreements are normally appropriate, though 
not essential, aret 

(iv) use charged for ^ally depreciated assets (ASPR 15-20^.2 (i)(6))j 
(v) compensation for personal services (ASPR 15-20^.2 (f))j 
(vl) deferred maintenance costs (ASPR 15-2(X.2 (t)(l)(ii)): 
(vii) research and development costs (ASPR 15-204..2 (ii)(6}); and 
(viii) selling and distribution costs (ASPR 15-20^.2 (kk)(2))." 



1 



Advertising Costs. 



Issue 




Induatrv fr;»ff1tr1l7n 

While recognizing that soma forms of 
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1^2QA,2 Selected Coat a. 



(a) Advertising Costa- 

(1) Advertising costs incliade the cost of advertising media and corolla 
administrative costs. Advertising media include magazines, newspaper s, radio and 
television programs, direct mail, trade papers, outdoor advertising, dealer cards 
and window displays, conventions, exhibits, free goods and samples, and sales 
literattu-ew The following advertising costs are allowable! 



(i) advertising in trade and technical Journals, provided 
such advertising does not offer specific products or 
services for sale but is placed in journals which are • 
valuable for the dissemination of technical ixiformation 
within the contractor's ixKlustry; and 
(ii) help wanted advertising, as set forth in (gg) below, 

when considered in conjunction with all other recruiting costs* 
(2) All other advertising costs ara unallowable. 



(l) General,, Compensation for personal services includes all remuneration 
paid currently or accrued, in whatever form and whether paid imediately or deferred, 
for services rendered by employees to the con tractocr during the period of contract . 
performance. It Includes, but is not liiaited to, salaries, wages, directors* 
and executive committee members' fees, bonuses, incentive awards, employee stock 
options, employee insurance, frin^^ benefits, and contributions to pension, annuity, 
stock-bonus and plans for incentive ccmpansation of management employees. Except 
as otherwise specifically provided in this paragraph (f}> such costs are allowable 
to the extent that the total compensation of individual employees Is reasonable for 
the services rendered and are not in excess of those costs which are allowable by the 
Internal Revenue Code and regulations thereunder. 

b. Compensation is reasonable to the extent that the total 
amount paid or accrued, is comaensurate with compensation paid under the contractor's 
established policy and conforms g'enerally to compensation paid by other contractors 
of the same size. In the same industry, or in the same geographic area, for similar 
services. However, certain conditions give rise to the. need for special consideration 
and possible limitation ai to allowability for contract cost purposes where amounts^ 
appear excessive. Among such conditions are the foHowingi 



Industry Poflltlon 



6. Conpensation for personal servloes* 



Prior to the l5 October meeting, we had changed 
this principle so as to allow the inclusion of 
profit sharing plans as a part of total compen- 
sation. Industry agrees with this change. 
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GovernffiQnt Position 

Ve feel that it Is feasible to exclude certain types 
of advertising aa being inappropriate for allocation 
against government contracts. This is partic^ilarl/ true 
uitb respect to product and institutional advertising. 
Ve have made certain relatively minor changes in this 
principle to accommodate Industry's suggestions. 



We propose that this principle be liberalized somewhat 
to include the cost of exhibits sponsored by the Govern- 
ment as well as advertising for scarce materials or dir^ 
posing of scrap or surplus materials. 
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Latest Suggested Revision 

IMOL.l Listing of Costa. 

(a) MYgr^lslng <?Qg^8> 

(1) Advertising costs include the cost of advertising media and corollary 
administrative costs. Advertising media include magazines, newspapers, radio and 
television programs, direct mail, trade papers, outdoor advertising, dealer cards 
and window displays, conventions, exhibits, free goods and samples, and sales 
literature.. The following advertising costs are allowable t 

(i) Advertising in trade and technical journals, provided such 
advertising does not offer specific products or services for 
sale but is placed in Journals which are valuable for the 
dissemination of technical information within the contractor's 
industry? 

(ii) help wanted advertising, as set forth in (gg) below, when con- 
sidered in conjunction with all other recruitment costs; 
(ill) costs of participation in exhibits sponsored by the Government 

for the purpose of developing military applications of products; and 

(iv) advertising relating to accomplishment of the contract mission for 
the purpose of obtaining scarce materials or equipment, or disposing 
of scrap or surplus materials. 

(2) Except as provided in (ill) and (Iv) above, all advertising which offers 
products for* sale is unallowable. 



goYercffliftnt fpg^ttga 

While no substantive issue with industry remains 
on this principle, it is felt that certain addi- 
tional language la desirable to recognize that, 
in the determination of reasonableness of total 
compensation, contracting officers, as a practical 
matter, can only cope with the xinreasonable or out 
of line sittiation. Since this is true, it is felt 
that we should inject some flavor of this approach 
into the coat principle to assist contracting offi- 
cers in an extremely difficiilt area of contract 
administration. 



<?\irrt?n1f FroMSoL 

fhe following is proposed as an addition to the 

August 21 draft of the compensation principle i.. 

"In the administration of this principle, it is 
recognized that not every compensation case need 
be subjected in detail to the above tests. Such ^ 
tests need be applied only to those cases in which i 
a general review reveals amounts or types of com- I 

pensatlon which appear unreasonable or otherwise 1 

out of line." 
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Latest Suggested Revision 
(f) Comnanafltlon for Personal ServlMa. 

(1) General , Compensation for personal services Includes all remuneration 
paid currently or accrued, in whatever form and whether paid immediately or deferred, 
for services rendered by employees to the contractor during the period of contract 
performance. It includes, but is not limited to, salaries, wages, directors and 
executive committee members* fees, bonuses, incentive awards, employee stock options, 
employee insurance, fringe benefits, and contributions to pension, annuity, stock- 
bonus and plans for incentive compensation of management employees. Except aa otherwise 
specifically provided in this paragraph (f), such costs are aUowable to the ^tent 
that the total compensation of individual employees is reasonable for the services 
rendered and are not in excess of those costs which are allowable by the Internal 
Revenue Code and regulations thereunder. . ^ x». * * -i 

Ij.. Compensation is reasonable to the extent that the total amount 
paid or accrued is cgmmensurate with compensation paid under the contractor's 
established policy and conforms generally to compensation paid by other contractors 
of the same size, in the same industry, or in the same geographic area, for similar 
services. Tn the admlnls^tr.t.^ nn of this nrinMple. 1 reCQgnl^flfl trilfit r\Q\ QY^f Z 

^ gppi^^H only t« thoflfl e»flfla In which a general rftvlev r^vgalg mnm%^ 9T ^TQ^^ 
gnmnena^tlon w hich ADT^ar iinre«aoni>ble or otherwise OUt of line. Ho^'jver, pertain 
conditions give rise to the need for special consideration and possible limitation 
as to allowability for contract cost purposes where amounts appear excessive. Among 
such conditions are the following} etc." 



.Ism Mmu.j23m^ 

Research and Development.. Industry spokesmen argued, strenuously and per- 

siiasively against our previous draft of this 
principle. Basically, Industry contended that 
applied research should be grouped with basic 
research, and not with development. 
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l5-20lt.2 

(ii) Research and Developgnt Costs, 

■ procmwrmluB±y^ot-<Se9l&r, mMjn^ and production engineering. Coats of a 

contractor's independent applied research and development (that which is not sponsored by 
I!^'*^!?® ' grant, or other arrangement) are allowable, subject to (6) below, under any 
production contract to the extent that such applied research and development are related 
to the product lines for which the Oovemnent has contracts and such costs are allocated 
as indirect costs to all production work of the contractor on such contract product lines* 
Costs in independent appUed research and development are unallowable under research and 
development contracts. However, in case where a contractor's normal course of business 
aces not involve producUon woric, the costs of independent appUed research and 
o!! i?**! sponsored by contract, grant or other arrangement) 

are allowable, subject to (6) below, to the extent that such work is related and allocated 
as an indirect cost to the field of effort of the Government applied research and 
development contracts. 

(U) Independent research and developments shall absorb their appropriate share 
of the indirect costs of the department where the work is perfomed. 

V5) Research and development costs (including amounts capitalised), regardless 
or tfteir nature, which were incurred in accounting periods prior to the award of a 
particular contract, are unallovabla* 

*v ^^^v,^ addiUon to the deflniUon of reasonableness provided in ASm 15-201.3, 
the reasonableness of expenditures for independent research and development should ba 
determined in light of the pattern; of the cost of past program (particularly those 
existing prior to the placing of Government contracts), with due consideration to changes 
in science and technology. Such expenditures naist be scrutinized with great care in 
connection with contractors whose work is predominantly or substantially with the Govern- 
^t. Where such expenditures are not subject to the restraints of commercial product 
pricing, there imist be assurance that these expenditures are made pursuant to a planned 
research program which is reasonable in scope and is well managed. The costs should not 
exceed those which would be incurred bv an ordinarily prudent pewon in the conduct of a . 
con^wtiUve business* (See ASPR l5-20li.l(b).) 
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Government Position 

Ve have changed our basic position on this prin- 
ciple and our redraft Incorporates the industry 
suggestion that applied research be grouped with 
basic research. Ve have added the concept, hov- 
ever, that in some cases it is desirable that the 
Government bear less than an allocable share of 
the total cost of a contractor's research program* 



\ 

Current FVnry^>,p^ 
The revised research and development cost principle 
has been officially approved b/ all parties at inter- 
est, with one exception. As redrafted, we expect this 
principle to b« acceptable to Industry. 



Latest Suggested Ravi?t,ifn 

COST FRINCIPI.E FPR RITSFiRfi H AMD DCTCT.nP^ 

• 1. Basic research, for the purpose of this regulation, is thut ^. 
la directed toward Increase of knowledga l„ ^^fli^^ t u ^ °^ research which 
of the investigator irrmiertaow!^IL or ^d2rs;,„H^ f?^'^='»' t^e prinaiy aim 
rather than an| practlcal^pJLSJon thereof l^n??f^ "* °^ subject under study, 
regulation, ^Slslsts of that ty^ "refforr^Mcf ?! 1o™Sw^ *^ "^^^ 
but may not be severable from the related L^Vi L ^ basic research, 

determine and expand the ~?^nti!imes^f^fi i?^ "I»-««»"t3 effort, to . 

technology, materials, prHessesf LJh^^f dert cel'^LTt'ecL'?!!"'" or Improvements in 
efforts to "advance the state of the art " Anniw and (3) represents 

-^forts when their principal aJm la tto desia"^ det.[o^nt "^t "f" 



•oron and d«vi»lopMat 



to all work of the eontractor' '"^'"^ Pai-agraph (8) below), provided they are aUocatod 

Lve%1ub1ecTl'%X^Sl3%\^r^^^^ ^^^T.^' 
is related to the product lines for vhl^S^?),.- ? developnent 

ere reasonable in KranT". 2lo"t1i « contracts, provided the'costs 

on such contract product llne^ S cSes wSfre^^«!? contractor 
does not Involve production work the f!ft J? ? a "ormal course of business 

extent that «ich develo^"t ?s ^elatel f^dtf^w! f!!?^''''* deyelop-nt Is allowible to the 
Of effort of 80vern«ent'^::a^:h'Sd*d1vS^i?t:tr"tr "^""^ 

of tJ^t^^SJtutrsSre^^flil^&L"?^^ - ""-ption 

in ^cordanc. with it, ^^co^t^.''^Tc.t^/^ill^^^^^ ^ 

''^^^^TTou'fJ''Z'^T^''t',lo!^^^ oapltallzed), regardless of their 

contract, are unallowable/ P^'^oda P^lor to tb« award of a particular 

and devlopMnt ictl^t^cnforMsrSro^i:.^!".' " f"'*?"' 
Such expenditures should be purwaS to^ S^d ^ ^' ^ '"^^""^ technology, 
acope and well managed. SucheSitoP.a f!^^]-^*^.^"^'""' reasonabirin 
Bonrtinlzed with griat care L Jt?*'*?^/''' developMnt) should be 

substantially with the g^erment Adv!L- -hose work is predominantly or 

pu-tlcuSrly ImportSt ^SJ; sSjL^?*"^"*' ^'^'^^^^ 1« ASPR 15-204.l(b), 
contractor's IxidepeSenrre search and ^t^fo'f? recognition that coat sharing of the ' 
efficient acceopllstaent of sSh p^graS J^^f" motivation for more 

bear less than an aUocabl, sh^e o?^^'total%«^^? ^ ^ government 
stances, the following are among the aMro!eSi. !m f *'«,P'-08ram. Cndor these clrcum- . 
n»nt, (1) review of the conSor^ St^re^^^h°^^^• " «8ree- 
ment to accept the allocable costs of^l«/! 'Jevelopmant program and agree- ' 

maximum doll^^ limltatlo^ of losti L S^o^m""^?" P~J«?*" (") agreement on a 
Government, a«J (ill) a^e^^rto'a«eS ?to iTlS^hl!" ""^ "^P*"* ^ ' 

contractor's planned reSarch J d^^elS^ So^» * " 
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Current ASPR 

Draft of 21 August 1958 
Proposed R&D Principle 



9m Sbllovlag vaoonBMDdatlons groir out of the iMOmtry^g pv ^x mm t aettlng 



eoneemlag OotKixttet OMt PriaeiplM MLA 15 October 

jflFWJBABItJnf t lodustzy t^^mSsm igpo^ aon ttflBiiBSt the nCtota&tivv 
proviaijam 9t tbe px«!ponl than «0Edxuit the xwisod assplli»t»iXlty. 
Mr. nisoa — trt>l i«ho <l tho MQuixwaDta tor eostt la tbe gr oc um B a ttt 
jproMM vhleh «vt Mdboaiod in iSam upllcabUlty. It is reoaaoadBd 

^ COsy it A» iBoortant m this oane^ U to laftoBtzy, it toons to 110 
that InlBi tiy «i4 not — taai^ tto a o oow ity of eortala eosts to 

tiiat tiM iUb OOBT ttOBOipt aot be •ftofteJuT'^* ^ ^ 



MEASCaiftBMBaESg iWD ALtOCABILm t Ve do not feel that ladaetzy 

pereuasive oa tbeir contentioajs tuoo. Ve xeoanBcad no change In 
ibilpMspl^ With veq^eet tb«reto. 

APyAHCE thMtew&icfUiDIlSIB t Since tiwxe can be no better <»suav»laa of 
muKneblcQees aod •lloeablllty than that vhleh Is specifically 
M0>ti8tea« «e reeonBeod eontiauatloQ of tbe advance mderstanding 
concept. Whether the it«M enuBemted theartooder are correct ought 
to receive fttrtber onnel deration. Ihdistry say have soMthlne vhen 
it polste out tbe Sbssaikee of a euitahle aeehanisB for a elogle, or 
evm iSaree, (A,H, & AF) negotiation. Iii this, boverver, the entire 
contracting officer eonee^ is hroiieJit In iMtoe and a suitable solxi- 
tion idiieh vial aot eerionsly affect this very isgjiortaat presoDt 

AbYKiajaAfle ; We tbougbt that isdustzy put vg^ a good ease fbr the 
allowability of a dvertising for the puzpose of securing subcontzBcting 
soure« end eeasee aaterlals. Ihey put «gp a reasoaably ex>d ease for 
institutional advartising as v^. Ve reecBBaend ^t the fozner be 
alloved and that allosabUlty of the latter, with ejrpzopnate Uaita- 
tions, be recoMidared. 



A3?I0g < fitdttstxy found the siibstaaee of this principle aoind. 



Shis, eonievMDtly, is do eurrent paeoULaa 

gSE^CH AHD aBVELOBiEIlT : Nr. Bt^ladBy provided the aost si^iifieant 
eostribution nhich i£s to tbe effect that vblle it vae difficult to 
•egparate gsneral and supplied zaseartdi, it vas likely that ladustzy 
n^Dstaatially did y e s ea rcU only for nSdcb tbey could see b«tefit. 
Be tuggested that «e do away vith the dimeult tM of agpUed 
research and state tbe principle only la teas of "reeeeSchuS 
"develosoaat". ve recooaeDd that this parlaei]>le be eodbodied la a 
prroosal and that aaotber Joint aeetlag be beid betveea ABD(S&L), 
ASS(CGMP), iSD(BBiE), Sir. Ouided Missiles, Sir. Advanced Beseexefa 
Projects Agency, the Hq^artaental Materiel and Beseazch Secretaries 



iteaMy Hula pvbblsa*^- Tb& otaJEf l4r la tlui 



' p^iogr s^asQog xs for m etJbdpj^ ei^zft to ollov tbos^ costa* ?q Neceaoni 
^4~SU?2S^' la tfe* -f^stea of tba «sa 09 saoil^* ^^^a^ 




'..:-..:-v.,...^ SSfRS^ BsStoal miay^ fltea Fs®aiida-«4J«stBm^e«BaS«£^Ba:>/ -••■•■•'^r? •.'--■Vv 




• :-.V--.- • .'/.v-- ^- -^m: '--^ ^ir- ' 




2^;^ ^.^2mX Bcgrltt 



Vte la ncclpt of your proposal of ijisril rclatiY# to ^ < " 

tt« Cofidtr^ Cost Prlodple* psroj^i^^'^ r'-'^ ^v^-' - ^ ^-^^ ^ ^ v^^"- 

Z^arl?^ the yroees^ ctf* eulog ftinsM idth the ponoject w ^ ^ ^ 
f $*el ccrislat tbnt it idU t«i ilbslrsu^ to IccorparsU Isto , t ; - 
ttjt ftBial;€d docuDeiit cj^^octJi of pour dr«rt# At poo 'x;^ f 
r^ci^icisi^, t^t^wer^ csit ftlofi^ vlth tb^ dsvelopasaxt l^^^^^^^ ' ^ 
of Itej^a idtt Indjjjtry (prcwing out of Inliiftry rxnvtst on r^frt. 
ti^e I>OS drcft flaUd 10 aenpt^Sscr X» tte lis&ereiit of «^fw^>-v 

co^lltii:^ coe3g»Ictlo& of tht pro,}ect «3 find it noceaodirp to>^4ip 
c;:^T^tic^ on Vtl% teslc uzrtll the l&iustrlal conference Lb boldU 
ledDuhtelly^ osie of the lUss&s for 4i«cu8sioa at that tlm vUl v 
be to detcnlM % am&od of ntcoogt Itfttloai of edltariol quoi^tloM 
e^ai periisp^ any suictifccUvc q:;eatloas itfildi osppesr tosceptihl* i 
fur ft^r^^aDCSt purauAat t;^ tt» AsUtaratloos of ti^ coflf&r^wo* 

ffiLttcrelp pcAirSt , ^ J" ' 



6. c. SfJCEagfti ^ 

Slroctor of Proeisr«o8St Policy 



^1 




Wwfl:lBatoa o, C« ^ . 



; .V, ' ■ 
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Cc«a*nti'or. 12', 19» Drtft of AS* W- ^^J" / ' 



•to uadtritwd U the' Utent /O^;*^ . f^f^^;!. 'V.:*; :r '/f"-: - ;! . 

proposed reri.lou of ASTB XV .fixich do not wlrt at prewirt. . . ^ 

.-wl the olfferences, if •ajr, »aUior..te4 by ^^"J.tf."^* 
. • , ^edTfoUovlag .aci>act*tion tba foUovli»g t«bl«: ■ 

}^V^ T^firit of Iheae tvo referenced jrorisloae li^jj-. 

IJl^doe. not offer epeciflc product! tor ..leVut It ^^^^ - 
-^i-ts for the purroBe of offering financial fupport to y^^^^ 
i^c? J* vS^ble for ti^ di.wMnaUoc. of tecl^^^ 

vlthin the coatrfcstor'i industry v,;^'.;,^.. 

The nev coct principle, vcxOd ^«i5^f^^^?::f 
•dditloaal types of advertltlnfi, *ad both o£ «f •« f!. ; : 

:^c:?:idc^S allowable u^^er P-^^^eSIertSl^ " - : 
lai^age.; The two add*^^type. of aUo*^ 



foUowi: 



(1) "Coitf of participation m exhibit* - - 



upon Invitation of"^ Ooveraaent, or: 
which exhibit* are for the puipoae of ^ 
dleeemlnatlng technical l»tox«atio» iilttU ^ ; ^ 
the contractor •i lnduBtry; hoiirrcr,i mi<M;:0J 
coata are not . allowable under tMa mib^-m^ 
paragraph (B) If the txhlhlt off era apecKlr 
w ?^.---":-v . PJ^^cte. or aervlcef f« ^ _ 



(2) •^AdvertUlng for the exclutlw purpoM <rf^f^*^^«i;». 
of wrap cxr tuirlui aatcrlalB, la conaecUaii wlw 




Vratev^T Ba^a: adAltion which the new draft uke* to iJLlow&bl* 
•d.-ert.$lng vlU, la Bo«t c»*«i, be Bor« than offMt by BaJdM 

'^-^^V vere cot dlsadlawd by present ASPS Xv/. ' 

^.IJ^T Jimculty vltfc th* pm«t ASPR XV lad tte nev^^^i^ 
i» tbat both of theo to M)ce unmllowabie aorc tUa vbtt h&B 
y >,^a expr«M«l a* the aov-emaeaf. latent to dleallow 
S Ooyeraaeat repreteatetives 



Ll^t^M^f " ^ ao%'enn«af. lateat to dlealiov, 

this in turn Induces veU-lateatiotad Ooyeraaeat repreteatetl 
i5 ^ *dyertisla« (eafl thereby make uaaUowable) Lay typee 
of ccete yhich ar« reaUy aom^ coeti of doli;* buelaeerS thT 
publi c ..reiatl one or other elallar c«t«aorl«i7^ •>'• 'i* - iry 



It 16 roggested that the re»i lateit of the Offvtraa>,sst^^'i^ex>^ct 
iLm^ ,,*^,^«^ieia« coMld beet be . expreeeiTS tS^oS^^g 

"Aavertlslag cotta; are allowable 'except' fo^-'iich'eoS^'-^'-^^^^ 
repreeentlcfi adrertlein^ which: ,. • , ; v* ^C -> • ■■r"-^ ' 

U) offere products or senncee far sale, or 
{2) ie laBtitutionAi in character, Vat la placed U >' 
jLsdie of general circulation auch a< radio, ■ - 
-ttlevrisioi, ojtdcor elgae, aevKpapere ynJ 
oft^aanes (othtr thtr. trade and technical Joaraaia). 
E:>v=>ver, advertUiag of thle type Is allowable vbea 
d irec ted t ow&rd the devtlppaeat of sources of aupply . " 

^.J' '(b) ^-^^^txon or depreciation of (l) uareaiiaed appreciation 

of vaiuee cf ^sets, or (ll) assets fully aaortised or 
oepreclated Oi the c^atractor's books of account.." : : 

Aithou^ the laar^a^e Is net identical, ti» substance of the a«f 
cost 'Tinctpies Is the seae as that <r^oted above, aal SthteJT 
^In^ f :L'" PWslon for a use or rei^tal charsrSerfllly 

*^ ii^-perfonmng Govenaent ?JjiSi?tJr^ 
In this latter connection, the proposed »w ASPR XV haTSStatlons 
not fcroai la the present cost prlaclplaav^^A^. 

The present ASPR has generally been interpret*! not to si^~ 
unallcvahle the b«l debts arising out S^^o^jj thaa > 

^^l^^J^^^r: Ti» new l«^aa«e seew io be Int^ to^ 

Vc^ts"^5 Jir'^'f*'.^^ ^ insertion of -custoSJ^Sf ^ I 
accounts and the omission of ."custoKrsV - between "ottmr'^^'-''--^ '-^'''-- 

■••'^ ii^ "V very well re«at ia po^mM 

atl^' • bi^tt .^traet.-^ %<!ffi 1 




except tilftt the actual practices uiider thie present ASPS laaguagt ■ 
are rt?.cogr.: :;ed In tbe oev draft by aaklcfi such costs aliovabla 
•^vbe:, pal:: to bona fide ecploycs or bona fide ettablisbed c<M»rclai : 
or telilLi^ agencies xLaintair>ed by tbe contractor for the purpose 
.of; secoring^ "business 'V;;^ 5.,. \^7r''K'y-L:\'}s ,1 "r'r^ - :y^\ 

•. "(e) 'coiitingency reserves", ^-'^'/f^^' ^ ' ' /.-'^ '^'-/:'>:\^. 

Tbe Lev cost principles differ from the* present cms only 1^^^^ 
that It is Inteaied that they be used in situatlMs (teralnationa 
under fixee price contracts, forvurd pricing of fix<^ price ccyatracts, 
etc.) in which present ASFR XY does not apply* B^vever, there is no 
real broadening of the allovance of contihgezicy corts. j^^^^^^^ 

contributions, at^ donations'*;' ''""-^^^^^^ y:".-"''^- - ''-^ '' '^^''v/- ■ ■ 

Thiere Is a, change at all II the new ASPR XV/ although Bom of the 
earlier drafts did a&lf^ sosas such costs allowjabia. 

"(e) dividend paysnents." 

AJth:y^£;h nor roeclflcaliy aeritloael in the oev draft, there is ao 
qjertion bjt that such j^y^nts are still 'onallcvable, if only betiause 
they are LDt contiderel as "costs" uaier generally accepted 
accounting principles and practleaa. 

"(h) entertainment" ' " 

Such costs are still unalltjvable under the nev cost principles. 

"(1) fdiersl taxes on incoof a:^ excess profitt." 

Such ta-';es art still unaliovable uaier. the nev draft « 

""(j) Fez*eral research, unless specifically provided for elseiiber* in 

%hs contract/' 

Und^r this ^joted language and that in present ASPR 15«502 (ft)/ 11 h^^s 
been cuctacifiLrj' for most contractors to provide In their coctracts for 
sllovaace of gexieral research and development costa^ • - ^ 

The Ma>- li^ draft maXtt^ basic research and deveiopaient costs allovshla 
subject to certain limitations not fouai in ac^st cases where special 
contract coverage is obtained under the present ASPR. Further, ti» 
nev AS'H lang-aa^e suggests the desirability of special aentlon in the 
contracts for this Item of cost (thus parallellag the present req-ulre- 
Bt^nt) and certain other procedural steps and/or limitations not 
contained In m^^ny psarent contrstcts* ■ v--"- ' ' 

It Is believed that/ for »any of the Ckn^rKsenVa aajor wppllars, 
the new draft vould curtail^ rather broaden, the allowances 
for basic rtreeareh and de\^loiasent- It is also ocOy fair to state 
that the lan^jsge of the Msy 12 draft represents t great Isswewot 
over that in bov^ of the earlier drafts, which would have require 
unrealistic segragati osis aad aUocatl«a,-:\:: .^v.:. : - 




f7. " 



Fees V 




The oev draft vould fluke \maUovable (dl cf the for^g-flbg costs ecid, 1& 
eddltlon, voald ttaite uzwillowihle ell other Icterest eoste except tboMl 
e^eessod by stete a2ii local taxli4 eathorltles uoder ifpecifle coi«lltio| 
set forth in pere^preph 15-205*4l. Zt Is believed that the insfrtlon 1 
of 'on borrowings'' after "iirterest" In the first line of MV piirfc«reph| 
15-205.17 vould restore the aUd^ces iad dlsallove;^ of lnl;erest ; > 
almost to the basis jo^scribed by present ASRl Xf. Ihere SKPeere 
to be no reason to narrov the allowahle interest coste because the 
OovenLT«nt's tntererts are fully protects aganst unreasonehie or 
non-alloceble Interest charges by the ee:>eral tests of allowability 
Certainly, the larigusge of the nev draft is deficient In that vould 
m&kt uxifiuUovalle (coctrary to our toder standing cf the GorenKceat's 
Intent) Interest related to principal roas Vhich ere themselves alloyali 
(e.g. interest «; Judg»ats or arbltratlos, awards la favor of ea^loyes 
or suppliers)* ■ ^^■t^-y}''-^''-''-- 

''{X) legal, accounting and consulting services acd related expenses 
incurred in conntctlon vith organisation or reorganisation, prosecutlc 
of patent infrlngeacnt lltlgetl«, defease of antl -trust rults, and 
the prosecution of claia£ against the United States" • 

Tbi^ new draft yould' contlirje to treat all of such costs as unalloifable 
but VDuId also make unalloyshle the costs of defending patent 
InfrtngenKirit litigation uiiless otherwise specifically provided la 
the contract* It is believed that the present ASPR X? is too 
restrlctivei and certainly there seeaa to be no prcjer bails for ti 
llBiltlng it m&Ung unallovahle the defense of patent Infringeaant claU 
Ro contractor can prevent claifi3 belrg made againrt hlmi no sattar " 
bov caprlciaas those claims my be, tior can he predict the likelihood 
of rachdaims being asuie vlth aofficlent certainty to verrant special 
contract coverage. In sosae cases, it siay be essential that a 
contractor defeal against patent infringement claims in order to v 
continue perforBance of Govemttsnt eootracts aa£/or to avoid the 
peyasent of royalties* In sjgy event, the costs of patent InfrinEeaeaEt I 
defences should continue to l>e allovihle costs, aod this could be 
cured in the wv draft by the insertion of ^rosecutiom of* before 
patent Infringeiaent'* in the next to last line of 15-d(>$«3l(0)* 



""(m) losses from sales or exchanges of css>ital aaseta^ iacluding 
investments. ' 

euch costs are still unallowable la ^ wmi $nXt^- -v^i'^-'^^'' } 



*(a) losses 00 other owtraat4S«^, 



The lai^age of the nev draft aeeas to be intended to continue tte ; '^v 
present disallovances, but may be istez^reted to be oven brcadar 
in that the parentheUcal phrase magr be eoastrued to meke^ uaallovabla 
certain research costs vhich have been allov^ In the past on the 
baeis that they represented the costs of research programs broader 
in scope than that fumded by the Go"/em2aent under a research eoctraet. 



fi:mSnS^li^%i>«rx «t *^tm^) «««»^« 



etai*iby fsctlltleB ^ . 



51« proA^^lcm. of tto aw 4r«n imS» tl» coirtt uwOlw^; . 

piSirte^t or other i*r«»e, i&trc tht «mtwctO(r U tfe. • 
beaaficiary directly or i»ftlr«^ctSjf.y-.^^^ 

SlSS, pw^rs, or Prppritor. . i - |SS^,!?.**"sS^Li«6 ' 
tbat the InBuraoee rep«e*att edMttomd 

of this proviBlon !• not •atlr«ly cloftr* Vut It ^•J**®ijL^L.**-*^ S 
SlUbl InterpreieA ^ di«dlo*ring such lx^«Kt tjjjoon^ctor , | 

individual 16 the beneficiary oad tte tiu»ar«c« lt,th«refor«, Uto . j 

any other ea^Ooy* fringe toensflt ln0urMM». ^ ' / 

-(<l) eelllng end distribution .ctiTlUtt not related to ti» contract . ,| 

products." ^ r^T 1 ' . ' ^ , ' . S 

IS^e ebove t^oUA provlelon has g«ier«lly lKJ«te «aadni«t«red in a I 
S^cb ^^6^ allowmce of i^eUing end dletrilJutlcm co»t6 If^ are ;| 
iTblrln ^t ^ ^ allocated In t^U^U ^^L^t ' ^ 
AT«ft. %(bll« using Bany H»re vords, •ecas to leave ^"^^^ 
rt^;e?7lLiti?tl^ their handling unaar p«^^ ; 

-(r) t«xe. and wpeneee in cocnecUon nith- financing, rjflnan^, 
or iefSSing aperaUon., Including th« Urtlng of wcurlUe. on 
exchangeta" » - , * ' ' :j ^"'^ - 

Base types «tf aorta ara itlU nnnlloWbla uxOmt tht M«r 02 drtft. 

vr^ the forcRoing aneiyalSi It ahoMlft be tvldant that the May 12 
SSt^i^r^^Svabl^ «V «rf ?oat. unaUowaWle present 
^ XV vlth the poeeible excepUoa of the very 
S^rtieJ^ Those caaea In Khlchtia» p«^oaed nw ASER aectloa 

brSi^a^ «nanoi«bUlty of the clt«d ^^^coate 
wrw^otlTln theae c<^ta. Of particular concera la tte fact 
^t,^^^langua«e of the ne« draft ^ to . . 

TcUe in the unalj^mgr oft^ 

acre vonla than are found tn tha jpreaeat ^ ** ««ectto 
nev pKibleffls of InteipretaUon aM ■my oev ^aUuxa irtth ««^ct to 
SlJtSri^ have )^ aatlrfWJiorlly ra>^^ 

coat princlplaa. - * \jC^^^^-^'^ ' . ■ 



•J 



It ♦ e true tbat the aev draft p7«tcrlbe« t&at It b« uied la 
cacaectlon Villi flxefi price type coatrmct* m & r-ii4« wOy. Bwver, 
tans ytare «€0 e tiallar Instructios was lisu^ vlth respect to th» 
use of pre»eat ASfB X? w a la coaaecUoa vltk fixed price 

cortr&ct n^gotUtlcna. TJA Icstructloa had to be retclflied idtftt 
it becaae •ffpareat tbat the ASPa cost prl.Btipl9» vere tarryiog too 
Bich velfiSit «oa ver« cthcrvlM coB3*ilc«tlae fUed price coatract ^ , j 
B-fiotlatiOtts. TSier* U »o reason to l«llev« tliat tbe wrulti ¥U1 U 
any dlffereat If the. iwv coat prlaciplae «re «saSe *pplicaJ)lt •» ft 
roiae IB oee<?tlfttioiii of fl3»d price type cofttr«ct»._^Xf aaytMBj, 
Uie cev draft vould covsr ft ^*ier field than the prior lAstracUoc 
1» that it wuld ftleo apply to terxltifttlpn* under fixed price tjrp* 
coatr&ete, wbereae the ASPR VIII coet prlaclplee (develO!?ed ftfter 
let^thy Gcrvernaftnt-laduetry cocrdlnatloa) go»erw4 fixed price type 
coatrifcct ternlxatloa* under the prior lostructlOB. v^ : ..;^^ 

By K^ctflc Beatloa, .the aev draft wuld aaie unalloitthle the foUoviag 
type* of coati as to vhlch present ASra XV la illwittl ^ v'j^ v 

I. Certain civil Aefeaae coete - »e« parilorfgA 15-C05»5(«)« 

. 2. riass and penaltiea - eee paragres*' 15-»5»JJ ^ 

Even assusdng' that the coete of tijaet cad i>eiuatiei ehould be 
un&liowalile, the lane^aee used 1» the aev draft (aside froe the 
paragraph title) i« ao broad ae to cause the dieallcwoce of coete 
wfclch are cot finet or peaaltlee fteeeefiad by favensDcatal 
authorities. Tar exac^ple, the draft leagtiege could be used to 
dlsflLUc-rf the cost* of ftcvinff Inflaaoatle material t found to^ 
te etorel la a taxcuT riolatlng fire refaUUoae. The aev araft 
caOd llBlt the Ais&Ucvel costs to vlaat Is understood to be^ 
the Oovemaent'e Intuit by Inserting "of fines and peaalUee 
after "costs" la the first Uac of paragraph 15-^$»XS* 

3. The provlsiots coveriaig insurance aal Infiejaxificfttloa {t— . _j 
- paragraph 15-205.16) contain aoae Xiaitatioas aot found In present 
ASPii XV and, in part at legist, appear to be la conflict with the 
proviaiocjj of the "tasoraace UfthUlty to Third PereoBi cl«ise 
prescribed by ASPa 7«e03*28. ^ .i'ffev-:;;:^- z:^- >^ 

, , . • . T-'-w ■* ■■ •--■>•■ :• . 

k. Maintenance and repair costs (aee para^Tepb i5-SO5»80) W':/: . 
liElted la a Banner not found la the pxaseat ASPa Xf . - > 

5. Parasr«b 15-205.29 coverlnc «*«oovei*»^* ^'^^ specifically 
dlaanoirs ccrtaia eotte as to %dilch the j?res«at A5IB W elleat. 

6. TU last seateaca of paragraph 15-205.33, dealing irttb tecruitlag 
eoFts, provides for the 6cm-al3xriiaace Of : certal» costs aot covered 

■ by present ^SIVi^ Xf»y'''';:$::^^ 

7. Paragraphs 15-«35.3^ and 15-205.36, cc^verlag tentalJ «id Wltles 
re^cUvely, maisM unallwahle tertiteeoate t»t dlaeUdwaft by tha 
preseat cost prlnclplae. •• ■^y.■^..,&^:\:■,^:.^r:*:r7^''. ■ 'i-y-y. 



6. Liaiitfttioa^ not ta^jaa. in present ASRl XV are •ttached to 
e-cveroact payaente r see paref^-aph 15-£05'39* 

0. Fi^f^^&nh 15-205. Wl eoncernitjg t*xe« contain* Uoltetlont aafl 
procei'arai re^reraenti »0t .found In prt(»tat ASPR IV. 

10. Pfaraci^aph 15-e05.»i3 coveri&S truix^lng •n4 edacmtlocial co»t» 
Includes llKit«tlcto» not contAlned in pr*»ent ASPR Xf. 

11. Tbcre are nuaercws parecr&pbs " In the oev Arait yAdtk coat&lD 
deiwriptions of cexteln types of costs which are specified 
ae being aUowable, but the listing* are far frcai co35>l*te. 
If the iKiguage is interpreted to me as that otbsr VTiffasnt ioiied 
coets under the saa? gtnml .heftdinge are uaailcvsiile, the new 
draft vill result in dieallovlng «wjr costs which tiArt been 
aad ahaold continue to be eoneldered ellowablt* . I: 



In gujsaary, It is believed that aay fair and raasocahle appraisal of the . 
May 12 drfift eas only lead to the conclusion that it not osly fails to 
libcraJ-lie the cost aihvaaces of present /.SFR XV, but it actually viU 
ttU to oake utifcllcnmbie oare coste than do tti* present cost principles. 
Su'-h as fcppraieal, particularly when aade In the light of the actual 
liUL^uS^e of th? draft as contraeted with a.-25>llfied ejc:?ianatl cas cf it tent 
of tbs drafterc, gives rise to a belief that, if mde effective in anytiJwt: 
very each ilkt the form of the May 12 draft, the new cost principles will 
teve adverce effects on thf negotiation aad perfc*aance of affactad 
Ocvemosnt contracts aal' subccatracti. 
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SECTION XV . 
CONTRACT. . COST. FRINCIPLES " AND PROCEDURES 

15*-000 Scope of Section . !Ehis Section contains general cost princi- 
ples and procedxires for the determination and allovance of costs in con- 
nection with the negotiation and administration of cost-reimbtirsement type 
contracts and contains guidelines for use, where appropriate, in the evalua- 
tion of costs in connection with certain negotiated fixed-price type 
contracts and contracts terminated for the convenience of the Government* 

Part 1 - Applicability 

15-101 Scope of Part > This Part describes the applicability of suc- 
ceeding Parts of this Sectipn to the. various types of contracts in connection 
with which cost principles and procedures are used. 

15-102 Cost -Reimbursement Supply and Research Contracts with Concerns 
Other Than Educational Institutions . This category includes all cost- 
reimbiirsement type contracts (ASPR 3-^^) for supplies or for experimental, 
developmental, or research vork pother than with educational institutions, 
as to which ASPR 15-103 applies"), except that it does not include facilities 
contracts (see ASPR I5-IO5') pr construction contracts (see ASPR 15-104). 
The tjost principles and procedures set forth in Part 2 of this Section 
shall be tised in connection with cost-reimbursement supply and research 
contracts with, other than educational institutions - 

(i^ as the contractual basis^ by incorporation by reference in 
the contract, for determination of relmburfieable costs under 
cost-reimbursCTient type contracts, including cost-reimbursement 
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type subcontracts thereunder, and the cost-reiiabursement 
portion of time-and-materials contracts (ASPR 3-^5-1); 
(ii) as the basis for the negotiation of overhead rates (ASPR 
^ Sect ion III , .. Part f ) ; and 
(iil") as the "basis for the determination of costs of terminated 
cost-reinibiirsement type contracts -vrtiere the contractor 
elects to "voucher out^ its costs (-ftSPR Section Till, 
Part i*-) , and for settlement of such contracts "by deter- 
mination (ASPR 8- 209 •7)0 
In addition. Part 2 is to "be used as a guide ^ere costs are to he con- 
sidered in negotiating fixed-price type contracts, as indicated in Part 6 
of this Section. 

13-103 Cost-Reimbursement Research Contracts vith Educational In- 
stitutions , This category includes all cost-reimbursement type contracts 
(ASPR 3-liOV) for experimental, developmental, or research work with edu- 
cational institutions. The cost principles and procedures set forth in 
Part 3 of this Section shall be used in connection with cost-reimbursement 
research contracts with educational institutions-??- 

(i) as the contractual basis, by incoiporation by reference 
in the contract., for determination of reimbursable costs 
under cost-reimbursement type contracts. Including cost- 
reimbursement type subcontracts theremderj 
(ii^ as. the basis for the negotiation of overhead rates (ASPR 
Section III, Part 7)j and 
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(ill) as the basis for the determination of costs of terminated 
cost-reimbiirsement type contracts vhere the contractor 
elects to "voucher out" its costs {ASPR Section YIII, 
Part k)^ and for settlement of such contracts by deter- 
mination (ASPR 8-209.7). 
In addition> Part 3 is to be used in determining the allowable costs of 
research and development performed by educational institutions under grants. 
Further, Part 3 is to be used as a guide \rtiere costs are to be considered 
in negotiating fixed-price type contracts with educational institutions, 
as indicated in Part 6 of this Section. Editor's note: If this para- 
graph 15-103 is printed, ASPR 15-300 should be deleted^// 

15-10^ Cost -Reimbursement Construction Contracts . This category 
includes all cost-reimbursement type contracts (ASPR 3-i+04) for the con- 
struction, alteration, or repair of buildings, bridges, roads, or other 
kinds of real property. It also includes such contracts for architect- 
engineer services related to such construction. It does not include con- 
tracts for vessels, aircraft, or other kinds of personal property. The 
cost principles and procedures set forth in Part k of this Section shall 
be used in connection with cost-reimbxirsement construction contracts*- 
(i) as the contractual basis, by incorporation by reference 
in the contract, for determination of reimbursable costs 
under cost-reimbursonent type contracts, including cost- 
reimbursement type subcontracts thereunder; 
(ii) as the basis for the negotiation of overhead rates (ASPR 
Section III, Part 7); and . 

3 
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(ill) as the "basis for the determination of costs of terminated 
cost-reimbursement type contracts -where the contractor 
elects to "voucher out" its costs (ASPR vm, Part k) , 
and for settlement of such contracts hy. determination 
(ASER 8-209*7)o 

In. addition. Part k is to he used as a guide where costs are to he con- 
sidered in negotiating fixed-price type construction contracts, as indi- 
cated in Part 6 of this Section, 

15-103 Cost Reimbursement Facilities Contracts . (Reserved,) 

15-106 Reserved, 

15-107 Advance Understandings on Particular Cost Items , The extent 
of allovahility of the selected items of cost covered in Parts 2 through / 
5 has heen stated to apply hroadly to many accounting systems in varying 
contract situations. Thus, as to any given contract, the reasonableness 
and allocability of certain items of cost may be difficult to determine, 
particularly in connection with companies or separate divisions thereof 
which may not be subject to effective competitive restraints. In order to 
avoid possible subsequent disallowance or dispute based on unreasonableness 
or non-allocability, it is important that prospective contractors, particu- 
larly those whose work is predominantly or substantially with the Government, 
seek agreement with the Government in advance of the incurrence of special 
or unusual costs in categories where reasonableness or allocability are 
difficult to determine. Such agreement may also be initiated by contract- 
ing officers individually, or jointly for all defense work of the contractor, 
as appropriate. Any such agreement shoiild be incorporated in cost-reimburse 

k 
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type contracts, or made a part of the contract file in the case of neigo 
tiated fixed-price type contracts, and shoijld govern the cost treatment 
covered thereby throughout the performance of the contract... But the 
absence of such an advance agreement on any element of cost will not, 
in itself, serve to make that element either allowable or unallowable. 
Examples of costs on which advance agreements may be particularly 
important: 

(i) compensation for personal services; 
(ii) use charge for fully depreciated assets; 
(iii) deferred maintenance costs; 
(iv) pre-contract costs; 

(v) research and development costs; 
(vi) royalties; 
(vii) selling and distribution costs; and 
(viii) travel costs, as related to ispecial or mass personnel 
movement. 



5 
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Part 2 - Principles and Procedures for Use in Cost Reim- 

"bursement Type Supply and Research Contracts with 
Coimnercial Organizations 

15-201 Basic Considerations 

15'-201>1 Composition of Tbtal Cost , The total cost of a contract 
is the B\m of the allowable direct and Indirect costs allocable to the 
contract, incurred or to be incurred, less any allocable credits. In 
ascertaining what constitutes costs, any generally accepted method of 
determining or estimating costs that is equitable under the circumstances 
may be used, including standard costs properly adjusted for applicable 
variances. 

15-201.2 Factors Affecting Allovability of Costs . Factors to be 
considered in determining the allowability of individual items of cost 
include (i) reasonableness, <li) allocability, {ill) application of those 
generally accepted accounting principles ^d practices appropriate to the 
particular cirqimistances, (iv) any limitations or exclusions set forth in 
this Part 2, or otherwise included in the contract as to types or amoimts 
t)f cost items. 

15-201.3 Definition of Reasonableness . A cost is reasonable if, in 
its nature or amount, it does not exceed that which would be incurred by 
an ordinarily prudent person in the conduct of competitive business. The 
question of the reasonableness of specific costs must be scrutinized with 
particular care in connection with companies or separate divisions there- 
of which may not be subject to effective competitive restraints. What is 
reasonable deptods upon a variety of considerations and circumstances 
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involving "both the nature and amount of the cost in question. In deter- 
mining the reasonableness of a given cost, consideration shall be given to: 
(i) Aether the cost is of a type generally recognized as 

ordinary and necessary for 'the conduct of the contractor's 
"business of the performance of the contract j 
(ii) the restraints or requirements imposed by such factors as 
generally accepted sound business practices, arm's length 
bargaining. Federal and state lavs and regulations, and 
contract terms and specifications; 
(iii) the action that a prudent business man would take in the . 
circumstances, considering his responsibilities to the 
owners of the business, his employees, his customers, the 
Government and the public at large; and 
^iv) significant deviations from the established practices of 

the contractor which may unjustifiably increase the contract 
costs> 

15-201.4 Definition of Allocability . A cost is allocable if it is 
assignable or chargeable to a particular cost objective, such as a con- 
tract, product, product line, process, or class of customer or activity, 
in accordance with the relative benefits received or other eqxxitable re- 
lationship. Subject to the foregoing, a cost is allowable to a Government 
contract if it: 

(i) is incurred specifically for the contract; 
(ii) benefits both the contract and other work or both Govern- 
ment work and other work and can be distributed to them in 

reasonable proportion to the benefits received; or 

7 
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^iii) is necessary to the over-all operation of the business, 
although a direct relationship to any particular cost 
objective cannot, he shovn. 

13-201 > 5 Credits . . .The applicable portion of any income, rebate, 
allowance, and other credit relating to any allowable cost, received by 
or accruing to the contractor, shall be credited to the Government either 
as a cost reduction or by cash refund, as appropriate. 

15-202 Direct Costs , (a) A direct cost is any cost which can be 
identified specifically with a particular cost objective. Direct costs 
are not limited to items which are incorporated in the end product as 
material or labor. Costs identified specifically with the contract are 
direct costs of the contract and are to be charged directly thereto. 
Costs identified specifically with other work of the contractor are direct 
costs of that work and are not to be charged to the contract directly or 
indirectly i When items orpLinarily chargeable as indirect costs are 
charged to Government work as direct costs, the cost of like items applicable 
to other work of the contractor must be eliminated from indirect costs allo- 
cated to Government work. 

(b) This definition shall be applied to all items of cost of 
Significant amoimt imless the contraictor demonstrates that the application 
of any different current practice achieves substantially the same results. 
Direct cost items of minor amount may be distributed as indirect costs as 
provided in ASPR 15-203. 

15-203 Indirect Costs , (a) An indirect cost is one which, because 
of its incurrence or Joint objective, is not readily subject to treatment 

^ TAB A 



DRAFT 

27 i^rll 1959 



as a direct cost* Minor direct cost, items may "be considered to te indi-» 
rect costs for reasons of practicality. After direct costs have been 
determined and charged directly to the contract or other work as appro- 
priate, indirect costs are those remaining to be allocated to the several 
classes of work. 

(b) Indirect costs shall be accumulated by logical cost group- 
ings with due consideration of the reasons for incurring the costs. Each 
grouping should be determined so as to permit distribution of the grouping 
on the basis of the benefits accruing to the several cost objectives. 
Commonly, manufacturing overhead, selling expenses, and general and ad- 
ministrative expenses are separately grouped. Similarly, the particular 
case may require siibdivisions of these groupings, e.g., building occu- 
pancy costs migiht be separable from those of personnel administration within 
the manufacturing overhead group. The number and composition of the group- 
ings should be governed by practical considerations and should be such as 
not to complicate unduly the allocation where substantially the same re- 
sults are achieved through less precise methods. 

(c) Each . cost grouping shall be distributed to the appropriate 
cost objectives. This necessitates the selection of a distribution base 
common to all cost objectives to. which the grouping is to be allocated. 
The base should be selected so as to permit allocation of the grouping on 
the basis of the benefits accruing to the several cost objectives. This 
principle for selection is not to. be applied so. rigidly as to domplicate 
landuly the allocation Mrhere substantially the same results are axjhieved 
through less precise methods. 
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{d) The method of allocation of indirect costs muqt be based 
on the particular circxmstances involved. The method shall be in accord 
with those generally accepted accounting principles vhich are applicable 
in the circumstances. The contractor's established practices, if In 
accord vith such accoxmting principles, shall generally be acceptable. 
However, the methods used by the contractor may require re- examination 
when: 

(i) any substantial difference occxars between the cost pat- 
terns of work under the contract and other work of the 
contractor] or 

(ii) any. significant change occurs in the nature of the busi- 
ness, the extent of subcontracting, fixed asset improvement 
programs, the inventories, the volume of sales and produc- 
tion, manufacturing processes, the contractor's products, 
or other relevant circimistances . 
(e) A base period for allocation of indirect costs is the period 
during which such costs are inctirred and accumulated for distribution to 
work performed in that period, normally, the base period will be the con- 
tractor,' s fiscal year, however, use of a shorter period may be appropriate 
in case of (i) contracts whose performance involves only a minor portion 
of the fiscal year; or (ii) where it is general practice in the industry 
to use a shorter period. In any event the base period or periods shall be 
so selected as to avoid inequities in the allocation of costs. When the 
contract is performed over an extended period of time, as many such base 
periods will be used as will be required to represent the period of contract 
perfonnance. tAB A 



DRAFT 

27 April 1959 



15-204 Applleatlon of I^rinclples and Standards, , (a) Costs (includ- 
ing those discussed Jn ASFR 15-205) shall he allowed to the extent that 
they are reasonable (see ASFR 15-201.3), allocahle (see ASER 15-201. J^), 
and determined to he allowahle Ha view of the other factors set forth 
in ASPR 15-201.2. 

(h) Selected items of cost are considered in ASER 15-205. 
However, ASPR 15-205 does not cover every element of cost and every situ- 
ation that might arise in a particular case. Failure to treat any item 
of cost in ASPR 15-205 is not intended to imply that it is either allow- 
ahle or unallowable. With respect to all items, whether or not specifically 
covered, determination of allowability shall be based on the principles 

and staadards set forth in this Part and, where appropriate, the treatment 
of similar or related i561ecrted items. 
15-20^ Selected Costs^ . 

(i) AdvertMiBg Costs . 

(a) Advertising costs meaa the costs of advertising media 
and corollary administrative costs. Advertising media include magazines, 
newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods aad sanrples, and the like. The following .advertising costs are 
allowable: 

(i) advertising in trade and technical journals, 

provided such advertising does not offer specific 
products or services for sale but is placed in 
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journals which axe valuahle for the dissemination 
of technical information within the contractor's 
industry; 

(ii) help-wanted advertising, as set forth in (33) 
helow, when considered in conjunction with all 
other recruitment costs; 
(iii) costs of participation in exhibits — 

' (a) upon invitation of the Government, or 
(b) which exhibits are valuable for the dissemi- 
nation of technical information within the 
contractor's industry, provided , such costs 
are not allowable under this subparagraph (b) 
if the participation is for the purpose of 
offering specific products or services for 
sale; 

(iv) advertising for the exclusive purpose of obtaining 
scarce materials, plant, or equipment, or disposing 
of scrap or surplus materials in connection with 
the contract. 

( ] (1)) . Except as 'provided abovie, sQl .'other -Mvert is ing costs 
are .unallowable. 

(2) Bad Debts . Commer^iial bad debts, including losses (whether 
actual or estimated) arising from uncollectible customers' accounts and 
other claims, related collection costs, and related legal costs, are un- 
allowable. However, in any instance "vrtiere such a loss results from a 
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Government cotitract or subcontract, appropriate and egultaMe recognition 
may. be accorded thereto . 

(3") . Bidding Costs > Bidding costs are the costs of preparing 
"bids or proposals on potential Government and non-Government contracts 
or projects, Including the development of engineering data and cost data 
necessary to support the contractor's "bids or proposals* Bidding costs 
of the current accounting period of "both successful and unsuccessful "bids 
and proposals normally will "be treated as indirect costs, in . "which event 
no "bidding costs of past accounting periods shall "be allova"ble in the 
currerft period to the Government contract. However, if the contractor's 
established practice is to treat bidding costs by some other method, the 
results obtained may be accepted if found to be reasonable and equitable. 

(k) Bonding Costs . 

(a^ Bonding costs arise when the Government requires as- 
surance against financial loss to Itself or others by reason of the act or 
default of the contractor. They arise also in Instances where the con- 
tractor requires similar assurance. Included are such bonds as bid, 
performance, payment, advance payment, infringement, and fidelity bonds. 

(b) Costs of bonding required pursuant to the terms of the 
contract are allowable. 

(c^ Costs of bonding required by the contractor in the 
general conduct of his business are allowable to the extent that such bond- 
ing is In accordance with sound business practice and the rates and premiums 
are reasonable under the circumstances. 

(5) Civil Defense Costs . 
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^a) Civil defense costs axe those incurred in planning for, 
and the protection of life and property against, the possible effects of 
enemy attack. Reasonable costs of civil defense measures (including costs 
in excess of normal plant protection costs, first-aid training and soipplies, 
fire fighting training and equipment, posting of additional exit notices 
and directions, and other approved civil defense measures) undertaken on 
the contractor's premises pursuant to suggestions or requirements of civil 
defense authorities ajre allovahle when allocated to all work of the con- 
tractor. . 

(b) Costs of capital assets under (a^ above are allowable 
through depreciation in accordance with (9) below. 

(c^ Contributions to local civil, defense funds and projects 
are unallowable. 

(6) Coirrpensation for Personal Services . 

(a) General , (l) Compensation for personal services in- 
cludes all remuneration paid currently or accrued, in whatever form and 
Aether paid immediately or deferred, for services rendered by employees 
to the contractor during the period of contract performance. It includes, 
but is not limited to, salaries, wages, directors* and executive committee 
members* fees, bonuses (including stock bonuses), incentive awards, em- 
ployee stock options, employee insurance, fringe benefits, and contributions 
to pension, annuity, and management employee incentive compensation plans. 
Except as otherwise specifically provided in this paragraph (6), such costs 
are allowable to the extent that the total compensation of individual 
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enrplbyees is reasonable for the services rendered and are not in excess 
of those costs vhich are allowable by the Internal Revenue Code and regu- 
lations thereunder* 

(2) Coinpensation is reasoneible to the extent that 
the total amount paid or accrued is commensurate vith compensation paid 
under the contractor's established policy and conforms generally to com- 
pensation paid by other contractors of the same size, in the same indus- 
try, or in the same geographic area, for similar services. In the 
administration of this principle, it is recognized that not every coto- 
pensation case need b^^ subjected in detail to the above tests. Such 
tests need be applied only to those cases ^ which a general review reveals 
amounts or types of ccmrpensation which appear unreasonable or otherwise 
out of line. However, certain conditions give rise to the need for special 
consideration and possible limitation as to allowability for contract cost 
purposes where amounts appear excessive. Among such conditions are the 
following: 

(i) Compensation paid to owners of closely held 
corporations, partners, sole proprietors, or members of the immediate 
families thereof, or to persons Mfbo are contractually committed to acquire 
a substantial financial Interest in the contractor's enterprise. Deter- 
mination should be made that such conrp^sat ion is reasonable for the 
actual personal services rendered rather than a distribution of jprofits. 

(ii} Any change in a contractor's conrpensation 
policy resulting. in a substantial Increase in the contractor's level of 
compensation, particularly when it was concurrent with an Increase in the 
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ratio: of Government contracts to other "business, or any change in the 
treatment of allovatility of specific types of compensation due to changes 
in Government policy. 

(iii) . The contractor's business is such that 
his compensation levels are not subject to the restraints normally oc- 
curring in the conduct of conipetitive business, 

(3*) Compensation for services rendered paid to part- 
ners and sole proprietors in lieu of salary vill "be aUoved to the extent 
that it is reasonable and does not constitute a distribytion of profits. 

{H) In addition to the general requirements set forth 
in (l^ through (3^ above, certain forms of compensation are subject to 
further requirements as specified in. (b^ through (j:) below. 

(b^ Salaries and Wa^es . Salaries and vages for current 
services include gross compensation paid to employees in the form of 
cash, products, or services, and are allo-wable subject to the qualifica- 
tions of (25) bielov. 

(c) Cash Bonuses and Incentive Conipensation . Incentive 
conrpensation for management employees, cash bonuses, suggestion awards, 
safety awards, and incentive compensation based on production, cost re- 
duction, or efficient performance, are allowable to the extent that the 
over-all compensation is determined to be reasonable and such costs are 
paid 01* accrued pursuant to an agreement entered into in good faith between 
the contractor and the enrployees before the services were rendered, or 
pursiiant to an established plan followed by the contractor so consistently 
as to Imply, in effect, an agreement to make such payment. (But see 
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ASPR 13*107 o) Bpnuses^ dvards and Incentive conxpensation when any of 
them stpe deferred are alloireible to the extent provided in (f} helov. 

(d) Bonuses and Incentive Compensation Paid in Stock s 
Costs of bonuses and incentive compensation paid in the stock of the con* 
tractor or of an affiliate are alTovable to the :extent set forth in (c") 
ahove (including the incorporation of the principles of paragraph (f ) 
helow for deferred bonoises and incentive compensation*), subject to the 
following additional requirements: 

(i) valuation placed on the stock transferred shall 
"be the fair market value at the time of trans- 
fer, determined upon the most objective basis 
available; and 
(ii) accruals for the cost of stock prior to the 

issuance of such stock to the employees shall 
be subject to adjustment according to the possi- 
bilities that the Bnrployees will not receive 
such stock and their interest in . the accruals 
will be forfeited^ 

Buch costs otherwise allowable are subject to adjustment ewjcording to the 
principles set forth in (f )(3) below, (Rrt see ASER I5-IO7.) 

^e") Stock X)ptions , The cost of options to employees to 
purchase stock of the contractor or of an affiliate is unallowable. 

(f} Deferred Compensation , (l") As used herein, deferred 
compensation includes all remoaneration, in whatever form, for which the 
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employee Is not paid until after the lapse of a stated period of years 
or the occxirrence of other events as provided in the plans, except that 
it does not include normal end of accounting period accruals. It in- 
cludes (i) contributions to pension, anniiity, stock tonus, and profit 
sharing plans, (ii) contributions to disability, vithdraval, insurance, 
siirvivorship, and similar benefit plans, and (iii) other deferred com- 
pensation, irtiether paid in cash or in stock. 

(2) Deferred compensation is allowable to the 
extent that (i) except for past service pension costs it is for services 
rendered during the contract period; (ii) it is, together with all other 
compensation paid to the employee, reasonable in amount; (iiiy it is paid 
pursuant to an agreement entered into in good faith between the contractor 
and employees before the services are rendered, or pursuant to an estab- 
lished plan followed by the contractor so consistently as to imply, in 
effect, an agreement to make such payments; and (iv) for a plan which 

is subject to approval by the Internal Revenue Service, it falls within 
the criteria an|i standards of the Internal Revenue Code and the regula- 
tions of the Internal Revenue Service. (But see ASPR I5-IO7.) 

(3) In determining the cost of deferred com- 
pensation allowable under the contract, appropriate adjustments shall 
be made for credits or gains arising out of both noimal and abnormal em- 
ployee turnover, or any other contingencies that can result in a for- 
feiture by employees of such deferred conrpensation. Adjustment s-*- shall 
be made only for forfeitures which directly or indirectly inure to the 
benefit of the contractor; forfeitures which inxare to the benefit of 
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other eijrployees covered "by a deferred compensation plan with no reduction 
in the contractor's costs viU not normally give rise to adjustment in 
contract costs. Adjustments for normal employee tiimoyer shall he "based 
on the contractor's experience and on foreseeable. prospects, and shall, 
he reflected in the amount of cost currently allovahle# Such adjust- 
ments will he \mnecessary to the extent that the contractor can demonstrate 
that its contrihutions take into account normal forfeitures o Adjxistments 
for possible future ahnoimal forfeitures shall he effected according to 
the following rules: 

(i) abnormal forfeitures that are foresee- 
able and which can he currently evaluated 
with reasonable accxiracy, by actuarial or 
other soimd computation, shall be re- 
flected by an adjustment of current costs 
otherwise allowable; and 
(ii^ abnormal forfeitures, not within (i) 

above, may be made the subject of agree- 
ment between the Government and the con- 
tractor either as to an equitable adjust- 
ment or a method of determining such 
adjustment . 

(4") In determining whether deferred compensation 
is for services rendered during the contract period or is for fut\ire serv- 
ices, consideration shall be given to conditions imposed upon eventual pay- 
ment, such as, requirements of continued employment, consultation after 
retirement, and covenants not to conrpete. 
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(g) Fringe Benefits , §ee.(i5). 

(h) Qyertime^ Ertra-Pay Shift and Multi-^Shift Premiuims , 



See (25) • 



(i) Training and Education Expenses . See {h2). 
(i) Insiarance and Indenmlfication^ Bee (l6^). 
(7) Contingencies > 

■(a) A contingency is a possible future event or condition 
arising from presently knom or unknovn causes, the outcome of which is 
indeterminable at a present time, 

(b) In historipal costing, contingencies are not normally 
present since such costing deals with costs which have been incurred and 
recorded on the contractor's books. Accordingly, contingencies are gen- 
erally unallowable for historical costing purposes. However, in some 
cases, as for exanrple, terminations, a contingency factor may be recog- 
nized which is . applicable to a past period to give recognition to minor 
imsettled factors in the interest of expeditious settlement. 

(c^ In connection with estimates of future costs, con- 
tingencies fall into two categories: 

(i) those which may arise from presently known and 
existing conditions, the effects of ^fliich are 
foreseeable within reasonable limits of accuracy; 
e.g> , anticipated costs of rejects and defective 
work; in such situations where they exist, con- 
tingencies of this category are to be included 
in the estimates of futxire cost so as to provide 
the best estimate of performance costs, and 
20 TAB A 
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suits to the contract or and to thB'flQvo ynn.o^ tj 
g'g'> resiats of pending; lit Igtt ion, and other 
^ :> ^^-^ \ SPaeral^hjisiness risk^. Contingencies, of this 
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disclosed separately,, including the hasis upon 
"Which the contingency is computed la order to 
facilitate the negotiation, of appropriate contrac-^ 
tual coverage* <see, for example, <l6), (20), anf^^^ 
(39) heiov). 
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(8) Cogtrlbtttlohs aaad Donations . Contributions and donations are 
unaUovable. 

(9) Depreciation , 

(a) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospec- 
tive period of economic usefulness in the particular contractor' s operations 

as distinguished from physical life. 

(b) Normal depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract costj provided that the 
amount thereof is computedt 

(i) upon the property cost basis used by the contractor for 

Federal income tax purposes ( see Section 16? of the Internal 
Revenue Code of 195U)5 or 
(ii) in the case of nonprofit or tax-exempt organizations, upon 
a property cost basis which could have been used by the 
contractor for Federal income tax purposes, had such 
? organizations been subject to the payment of income taxj 

and in either case 
(iii) by the consistent application to the assets concerned of 
any generally accepted accounting method, and subject to 
the limitations of the Internal Revenue Code of 195U, as 
amended, including — 

(A) the straight line method; 

(B) the declining balance method, using a rate not 
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exceeding twice the rate Tihich would have been 
used had the annual allowance been canputed under 
the method described in (A) above; 
(C) the sum of the years-digits method j and 
(D> any other consistent method productive of an annual 
allowance idiich, when added to all allowances for 
the period commencing with the use of the property 
and including the current year, does not, during the 
first two-thirds of the useful life of the property, 
exceed the total of such allowances which would hav« 
been used had such allowances been computed under the 
method described in (B) above, 

(c) Depreciation should usually be allocated to the contract and 
other work as an indirect cost. The amount of depreciation allowed in axy 
accounting period may, consistent with the basic objectives set forth in (a) 
above, vaiy with volume of production or use of multi-shift operations, 

(d) In the ease of emergency facilities covered by certificates 
of neces^ty, a contractor may elect to use notroal depreciation without 
requesting a determination of "true depreciation" or may elect to use either 
normal or Hrue depreciation" after a detennination of "true depreciation" has 
been made by an Bnei^ency Facilities Depreciation Board. The method elected 
must be followed consistently throughout the life of the emergency facility. 
Tihere an election is made to use normal depreciation, the amount thereof for 
both the emergency period and the post-emergency period shall be computed in 
accordance with (b) above. Where an election is made to use "true depreciation, 
\.aA amo\jnt allowable as depreciations 

(i) with respect to the emergency period (5 years), shall be 
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computed in accordance with the detenrijaatipn of the 
Bnergency Facilities Depreciation Board, provided no 
allowance is made idiich would duplicate the factors 
constituting ''true depreciation'* and 
(ii) after the end of the eraergenqsr' period, shall be computed by 
distributing the remaining undepreciated portion of the cost 
of the emergency facility over the balance of its useful Hfe 
(but see (e) below)} provided the remaining undepreciated 
portion of such cost shall not include any amount of 
recovered '•true depreciation 

(e) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for standby purposes* 

(f) No depreciation, rental, or use ciharge shall be allowed on the 
contractor's assets which have been fully depreciated irfien a subst'antial portion 
of such depreciation was on a basis that represented, in effect^ a recovery 
thereof as a charge against Government contracts or subcontracts* Otherwise, a 
reasonable use charge may be agreed upon* (But see ASPR 1$-1070 In detewnining 
this charge, consideration should be given to cost, total estimated useful life 
at time., of negotiation, and effect of any increased maintenance charges or 
decreased efficiency due to age* 

(10) Employee Morale^ Healthy and Welfare Costs and Credits * Reasonable 
costs of health and- welfare activities, such as house publications, health, or 
first-aid clinics, recreational activities*, and employee counseling services, 
incurred, in accordance with the contractor's established practice or custom in 
the industry or area, for the improvement of working conditions, employer- 
employee relations, employee morale, and employee perfoimance, are allowable* Income 
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generated from any of these activities shall be credited to the costs thereof 
unless such income has been irrevocably set over to employee welfare organiza- 
tions# 

(11) Entertainment Costs ^ Costs of amusement, diversion, social activities 
and incidental costs relating thereto, each as meals, lodging, rentals, transport 
tation, and gratuities, are unallowable (but see (10) and (ii2)). 

(12) Excess Facility Costs ^ Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably necessary 

for standby purposes, are unallowable* Any costs of excess plant capacity reserved 
for defense mobilization production iriiich are to be paid for by the Government 
should be the subject of a separate contract » 

(13) Tines and Penalties # Costs resulting from violations of, or failure 
the contractor to comply with. Federal, State, and local laws and regulation^^^ 

are tinallowable except when incurred as a result of compliance with specific 
provisions of the contract, or instructions in writing from the contracting 
officer. 

(lU) Food Service and Doitaitory Costs and Credits * Food and dormitory 
services include operating or furnishing facilities for cafeterias, dining rooms, 
canteens^' lunch wagons, vending machines, living accomodations or similar types 
of services for the contractor's employees at or near the contractor's facilities* 
Reasonable losses from the operation of such services are allowable if they are 
allocated to all activities served. Profits (except profits irrevocably set over 
to an employee welfare organization of the contractor in amounts reasonably useful for 
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the benefit of the employees at the site or sites of contract performance) 
accruing to the contractor from the operation of these services, whether 
operated by the contractor or by a concessionaire, shall be treated as a 
credit, and allocated to all afttivities served* 

(15) Tringe Benefits ♦ Fringe benefits are allowances and services pro- 
vided by the contractor to its employees as compensation in addition to regular 
wages and salaries. Costs of fringe benefits, such as pay for vacations, holi- 
days, sick leave, military, leave, employee insurance and supplemental employment 
benefit plans, are allowable to the extent required by law, employer-^ployee 
agreement, or an established policy of the contractor. 

(16) Insurance and Indemnification . 

(a) Insurance includes (i) insurance which the contractor is required 
to carry, or ^ch is approved, under the terns of the contract, and (ii) any ^ 
other insurance which the contractor maintains in connection with the general 
conduct of his business. 

(1) Costs Ckf insurance required or approved, and maintained, pur- 
suant to the contract, are allowable. 

(2) Costs of other insurance maintained by the contractor in con- 
nection with the general conduct of his business are allowable subject to the 
f ollowix^ limitations^ 

(i) types and extent of coverage shall be in accordance 

with sound business practice and the rates and premiums 
shall be reasonable under the circumstancesj 
(ii) costs allowed for business interruption or other similar 
insoxrance shall be limited to exclude coverage- of profit; 
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(iii) costs of instirance or of any contributions to any reserve . 
covering the risk of loss or of damage to Government 
property are allowable only to the extent that the contractor 
is responsible for such loss or damage • 
(iv) contributions to a reserve for an approved self-insurance 
program are allowable to the extent that the types of 
coverage, extent of coverage, and the rates and premiums 
would have been allowed had insurance been purchased to 
cover the risks; and 
(v) costs of insurance on the lives of officers, partners, or 
proprietors are allowable to the extent that the insurance 
represents additional compensation (see (6) above). 
(3) Actual losses which could have been covered by pennissible insurance/^^ 
(through an approved self -insurance program or otherwise) are tmaUowable unless 
expressly provided for in the contract, except; 

(i) costs incurred because of losses not covered under nominal 
deductible insurance coverage provided in keeping with 
sound business practice, are allowable; and 
(ii). minor losses not covered by insurance, such as spoilage, 

breakage, and disappearance of small hand tools, which occur 
in the ordinary course of doing business, are allowable* 
(b) Indemziification includes securing the contractor against liabili^ 
ties to third persons and other losses, not compensated by insurance or otherwise* 
The Government is obligated to indemnify the contractor only, to the extent ex- 
pressly provided for in the contract, except as provided in (a)(3) above* — . 
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(17) ; Interest and Other Financial Costs ^ Interest (however represented)^ 
bond discounts, costs of financing and refinancing operations, legal and pro- * 
fessional fees paid in connection with the preparation of prospectuses, costs 

of preparation and Issuance of stock rights, and costs related thereto, are 
unallowable except for interest assessed by State or local taxing authorities 
tmder the conditions set forth in (I4I) below^ (But see (2li)«) 

(18) Labor Relations Costs » Costs Incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities, are allowable* 

(19) Losses on Other Contracts^ An excess of costs over income under any 
other contract (including the contractor's contributed portion under cost-sharing 
contracts), whether such other contract is of a supply, research and development, 
or other nature, is unallowable. 

(20) Maintenance and Repair Costa. 

(a) Costs necessary for the upkeep of property (including Government 
property unless otherwise provided for), . which neither add to the pemanent 
value of the property nor appreciably prolong its intended life, but keep it 

in an efficient operating condition, are to be treated as follows (but see (9))t' 
(i) noiroal maintenance and repair costs are allowable; 
(11) extraordinary maintenance and repair costs are allowable, 
provided such are allocated to the periods to which appli- 
cable for purposes of determining contract costs. (But 
see ASPR 1$-107*) 

(b) Expenditures for plant and equipment which, according to generally 
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accepted accotmting principles as applied under the contractor's established 
policy, should be capitalized and subjected to depreciation are allowable only 
on a depreciation basis* 

(21) Manufacturing and Production Engineering Costs * Costs of manufactur- 
ing and production engineering, including engineering activities in connection 
vith' the following, are allowables 

(i) current manufacturing processes such as motion and time 

study, methods analysis, job analysis, and tool design and 
improvement J and 

. (ii) current production problems, such as materials analysis for 
production suitability and component design for purposes of 
simplifying production* 

(22) Material Costs * * 

(a) Material costs include the costs of such items as raw materials, 
parts, subassmblies, components, and manxifacturing supplies, Aether ptarchased 
outside or manufactured by the contractor, and may include such collateral items 
as inbound transportation and intransit insurance* In computing material costs 
consideration will be given to reasonable overruns, spoilage, or defective work 
(for correction of defective work, see the provisions of the contract or proposed 
contract relating to inspection and correction of defective work). These costs 
are allowable subject, however, to the provisions of (b) through (e) below* 

(b) Costs of material shall be staitably adjusted for applicable por- 
tions of income and other credits, including available trade discounts, refunds, 
rebates, allowances, and cash discoxmts, and credits for scrap and salvage and 
material returned to vendors* Such income and other credits shall either be 
credited directly to the cost of the material involved or be allocated (as 
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credits) to indirect coats. However, where the contractor can demonstrate that 
failure to take cash discounts was due to reasonable circumstances, such lost 
discounts need not be so credited* 

(c) Reasonable adjustments arising from differences between periodic 
physical inventories and book inventories may be included in arriving at costs, 
provided such adjustments relate to the period of perfomance of the contract. 

(d) men the materials are purchased specifically for and identifiable 
solely with perfomance under a contract, the actual purchase cost thereof should 
be charged to the contract. If material is issued from stores, any generally 
recognized method of pricing such material is acceptable if that method is con- 
sistently applied and the results are equitable. When estimates of materiai 
costs to be incurred in the future are required, either current market price or 
anticipated acquisition cost (if reasonably certain and determinable) may be 

used, but the basis of pricing must be disclosed. 

(e) Costs of materials, services, and supplies sold or transferred be- 
tween plants, divisions or organizations, under a common control, ordinarily shall 
be allowable to the extent of the lower of cost to the transferor or current mar- 
ket price. However, a departure from this basis is peimissible where (i) the 
item is regularly manufactured and sold b7 the contractor through commercial 
channels and (ii) it is the contractor* s long-established practice to price 
inter^organization transfers at other than cost for commercial workj provided 

that the charge to the contract is not in excess of the transferor's sales 
price to its most favored customer for the same item in like quantity, or the 
current market price, whichever is lower. 
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(23) Organization Coats ^ Expenditures, such as incorporation fees, at- 
torneys" fees, accountants" fees, brokers" fees, fees to promoters and organizers, 
in connection with (i) organization or reorganization of a business, or (ii) 
raising capital, are unallowable (see (17) above) • 

(2k) Other Business Expenses^ Included in this item are such recurring 
expenses as registry and transfer charges resulting from changes in ownership 
of securities issued by the contractor, cost of shareholders" meetings, nonual 
proxy solicitations, preparation and publication of reports to shareholders, 
preparation and submission of required reports and foms to taxing and other 
regulatory bodies; and incidental costs of directors and committee meetings* 
The above and similar costs are allowable when allocated on an equitable basis* 

(25) Overtime^ Extra-Pay Shift and Multi-Shift Premiums^ Preniiums for 
overtime, extra-pay shifts, and multi-shift work are allowable to the extent 
approved pursuant to ASPR 12-102 •Ii, or authorized pursuant to ASPR 12-102*5* 

(26) Patent Costs ^ Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent necefi^ 
sary to make such invention disclosures, iare allowable* In accordance with the 
clauses of the contract relating to patents, costs of preparing documents and 
any othfr patent costs, in connection with the filing of a patent application 
where title is conveyed to the Government, are allowable* (See also (35) axid 
(36) belowO 

(27) Pension Plans * See (6) above. 

(28) Plant. Protection Cost8» Costs of items such as (i) wages, uniforms, 
and equipment of personnel engaged in plant protection, (ii) depreciation on 
plant protection capital assets, and (iii) necessary expenses to comply with '''""^ 
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(ii) the impact of Government contracts on the contractor* s 

biisinesa (i.e., what new problems have arisen); 
(iii) the nature and scope of managerial services eacpected of 
the contractor's own organizations; and 
(iv) whether the proportion of Qovemment work to the con- 
tractor 's total business is such as to influence the 
contractor in favor of incurring the cost, particularly 
where the services rendered are not of a continuing 
nature and have little relationship to work under Gov- 
eniment contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of bona, fide 
services available or rendered. , 

^ (c) Costs of legal, accounting, and consulting services, and related 

costs, incurred in connection with organization and reorganization, defense of 
anti-trust suits, and the prosecution of claims against the Government, are 
unallowable. Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with patent infringement litigation, are unallow^ 
able unless otherwise provided for in tlie contract. 



33 



Tab A 



Draft 

27 April 1959 

(32) . ' I^Qflts and Loaaea on Dlspoaitinn of Plant. ^ Kaalmmnt^ ny^ nt|^^^ 
Capital Asseta. Profits or losses of axuy nattire arising from the sane or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange of either short or long term investmants, shall be excluded in 
compiting contract costs (but see (9) (b) above as to basis for deprecia- 
tion). 

(33) Recruiting Costa. Costs of "help wanted" advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the contractor uses employment agencies, costs not in excess of standard 
commercial rates for such services are also allowable. Costa of special ben'^ 
fits or emoluments offered to prospective employees beyoid the standard prac- • 
tices in the industry are unallowable. 

(34) Rental Coats, f Ine luding Sale «r.H T^ae ^baek of Pacilitiaa). 

(a) Rental costs of land, building, and equipnent and other 
personal property are allowable if the rates are reasonable in light of such 
factors as rental costs of coi^able facilities and market conditions in 
the area, the type, life expectancy, condition, and value of the facilities 
leased, options available, and other provisions of the rental agreement. 
Application of these factors, in situations where rentals are extensively 
used, may involve albng with other considerations, comparison of rental 
coats with normal ownership costs plus, a reasonable return on investment. 

(b) Charges in the nature of rent between plants, divisions, or ^ 
organizations under common control are allowable to the extent such charges 
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do not exceed the normal costs of ownership, such as depreciation, taxes, 
, insurance,, and maintenance; rrovided that no part of such costs shall 
duplicate an7 other allowed costs. 

(c) Unless otherwise specificallj provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as 
insurance companies, or to private investors, and concurrently leasing back 
the same facilities, are allowable only to the extent that such rentals do 
not exceed normal ownership costs, plus a reasonable return on investment, 
which would have accrued had the contractor retained legal title to the 
facilities, 

(35) Research ahH nfl-ga iotanent Costs . 

(a) Basic research, for the purpose of this Part 2, is that 
type of research which is directed toward increase of knowledge in science. 
In such research, the jjrimary aim of the investigator is a fuller knowledge 
or understanding of the subject under study, rather than any practical applica- 
tion thereof. Applied research, for the purpose of this Part 2, consists 
of that type of effort which (i) normally follows basic research, but may not 
be severable from the related basic research, (ii) represents efforts to deter- 
mine and expand the potentialities of new scientific discoveries or improve- 
ments in technology, materials, processes, methods, devices, and techniques, 
and (iii) represents efforts to "advance the state of the art." Applied 
research does not include any such efforts when their principal aim is the 
design, development, or test of specific articles or services to be offered 
for sale, which are within the definition of the term development as hereinafter 
provided. 
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(b) DeveloFOBxit is tha sjsteaatic nae of scientific knowledge ^ 
which is directed toward the production of, or iaprovenenta in, useful products 
to meet specif lo performance reqairenenta, but exclualTO of manofacturing and 
production engineering* 

(c) A contractor »s independent research and developnent is that 
research and deveiopnent which is not sponsored by a contract, grant, or 
other arrangement. 

(d) A contractor's costa of independent research as defined in 

(a) and (c) above shall be allowable as indirect costs (subject to paragraph 
(h) below), provided they are allocated to all work of the contractor. 

(e) Coat of contractor's independent develo^nent, aa defined_in 

(b) and (c) above (subject to (h) below), are allowable to the extent that 
aweh development ia related to the product linea for which the governwnt 
haa contracts, provided the coata are reaaonaW in amount and are allocated 
aa indirect coata to all work of the contractor on such contract product 
linea. In caaea where a contractor «a normal course df baaineaa doea not 
involve production work, the coat of independent developnent ia allowable 
to the eartent that such development ia related and allocated aa an indirect 
coat to- the field of effort of government reaearch and development contracta. 

(f) Independent research and developmBBt cotfta shall includf a:^ 
amount-for the absoiTPtion of their approprUte share of indirect and adminis- 
trative coats, unleaa the contractor, in accordance with its accounting 
practices consistently appUed, ^treats such costs otherwise. 

(g) Research and development costs (ihclading amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior to 
the award of a particular contract, are unallowable except where allowable as ^ 
precontract costs (see (30) above), 
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(h) The reasonablensss of expenditures for independent research 
and developoent should be determined in light of all pertinent considerations 
such as previous contractor research and develoFoent activity, cost of past 
programs and changes in science and technology. Such expenditnres should be 
parsuant to a broad planned program, which is reasonable in scope and well 
managed. Such expeditures (especially for development) should be scrutinized 
with great care in connection with contractors whose work is predominantly or 
substantially with the government. Advance agreements as described in 
ASER 15-107 are particularly important in this situation. In recognition 
that cost sharing of the contractor's independent research and developneirt 
program may provide motivation for more efficient accomplishment of such; 
program, it is desirable in soma cases that the government bear less than an 
allocable share of the total cost of the program. Under these circumstances, 
the following are among the approaches which may be used as the basis for 
agreement: (i) review of the contractor's proposed independent research and 
development program and agreement to accept the allocable costs of specific 
projects; (ii) agreement on a mazlmom dollar limitation of costs, an 
allocable portion of which will be accepted by the Government; (iii) an 
agreement to accept the allocable share of a percentage of the contractor's 
planned research and development program. 

[ (36) Royaltiftfl t,nA Other Costs for Use of Rttenta . 

(a) Royalties on a patent or amortization of the cost of acquiring 
by purchase a patent or rights thereto, necessary for the proper performance 
of the contract and applicable to contract jaroducts or processes, are allowable 
unless: 

(i) the Government has a license or the right to free use 
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of the patent; 

(ii) the patent has been adjudicated to be in7alid, or has 
been administratively deterndned to be invalid; 
(iii) the patent is considered to be unenforceable} or 
(iv) the patent is expired. 

(b) Special care should be exercised in determining reasonableness 
where the royalties may have been arrived at as a result of less than arm's 
length bargaining; e.g.: 

(i) royalties paid to per sonsy- including corporations, 
affiliated with the contractor; 
(ii) royalties paid to unaffiliated parties, including ^ 

corporations, under an agreement entered into in 
contemplation that a Government contract would be 
awarded; or 

(iii) royalties paid under an agreement entered into after 
the award of the contract. 

(c) In any case involving a patent formerly owned by the con- 
tractor, the amount of royalty allowed should not exceed the cost which would 
hava been allowed had the contractor retained title thereto. 

(d) See ASPa 15-107. 
(37) Sailiat.Cogis. 

(a) Selling costs arise in the marketing of the contractor's 
product* and include costs of sales promotion, liegotiation, liaison between 
Government representatives and contractor's personnel, and other related 
activities^ 
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(b) Selling coats are allowable to the extent thaj are reasonable 
and are allocable to Goyernment baslness (bat see ASIR 15-107), Alloca- 
billty of selling costs will be deterainad in the light of reasonable benefit 
to the Government arising from snch activities as technical, consulting, 
demonstration, and other services which are fos popposes such as application 
OP adaptation of the contractor's products to Government use. 

(c) Notwithstanding (b) above, salesmen's or agents' conpensation, 
fees, commissions, percentages, or brokerage fees, which are contingent upon 
the award of contracts, are allowable only when-paid to bona fide employees 

or bona fide established commercial or selling agencies maintained by the 
contractor for the purpose of securing business; 

(38) Sarri ftft PTiH - Warranty Cnat.a . Such costs include those arising from 
fulfillment of any contractual obligation of a contractor to provide services, 
such as installation, training, correcting defects in the products, repUcing " 
defective ports, making refunds in the case of inadequate performance, etc. 
When not inconsistent with the terms of the contract, such service and 
warranty costs are allowable. However, care should be exercised to avoid 
dupUcation of the allowance as an element of both estimated product cost 

and risk. 

(39) Severance Pay . 

(a) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Costs of severance pay are 
allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement, (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor's part, or (iv) circum- 
stances of the particular employment. 
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(b) Costs of severance paymants are divided into two categories 

as follows t 

(i) acttial nornal turnover severance jayments shall be 
allocated to all work performed in the contractor's 
plant) or, where the contractor provides for accrnal 
of pay for nornal severances such method will be 
acceptable if the amount of the accrual is reasonable 
in light of payments acttially made for normal severances 
over a representative past period, and if amounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance pay is of such a conjectural 
nature that measurement of coat by mans of an accrual 
will not achieve equity to both parties. Thus accruals 
for this porpose are not allowable." However, the 
Government recognizes its obligation to participate, - 
to the extent of its fair share, in; any specific 
payment. Thus, allowability will be considered . 
on a case-hy-case basis in- the event of occurrence . 
(^^^ Special Tooling Coata- The term "special tooling» means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the particular supplies or the 
performance of the particular services for which acquired or furnished. 
It includes, but is not limited to, Jigs, dies, fixtures,, molds, patterns, 
special taps, special gauges, and special test eqaipnent. The cost of 
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special tooling^ when acqaifed for and its usefulness is liioited to one or 
more Gov eminent contracts^ is allowable and shall be allocated to the 
specific Government contract or contracts • 
(41) Saxes. 

(a) Taxes are charges levied by Feder^^ S^tate, or local govern- 
ments. The7 do not include fines and penalties except as otherwise provided 
herein^ In general^ taxes (including State ax2d local income taxes) which the 
contractor is required to pay and which are paid or accrued in accordance with 
generally accepted accounting principles are allowable, except for: 

(i) Federal income and excess prof it is taxes; 
(ii) taxes in connection with financing, refinancing or : 

refunding operations (see (17)); 
(iii) taxes from which exemptions are available to the 

contractor directly or available to the contractor 
based on an exemption afforded the Government except 
when the contracting officer determines that the 
administrative burden incident to obtaining the 
exemprtion outweighs the corresponding benefits accruing 
y • to the Government; and 

(iv) special assessments on land which represent capital 
improvements. 

(b) Taxes otherwise allowable under (a) above, but upon which a 
claim of illegality or erroneous assessment exists, are allowale; provided 
that the contractor prior to payment of such taxes: 

(i) promptly requests instructions fjrom the contracting 
officer concerziing such taxes; and 
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(ii) takes all action directed Tsy the contracting officer, 
including cooperation with and for the benefit of the 
Governnent to (A) determine the legalitj of such 
assessment or, (B) secure a refund of such taxes. 
Reasonable costs of anj such action undertaJoan b7 the contractor at the direc- 
tion or with the concurrence of the contracting officer are allowable. Interest 
and penalties incurred by a contractor by reason of the nonpayment of any tax 
at the direction of the contracting officer or by reason of the failure of the 
contracting officer to assure timely direction after prompt request therefor, 
are also allowable. 

(c) Any refund of taxes, interest, or penalties, and aiy payiMnt 
to the contractor of Interest thereon, attributable to taxes, interest, or 
penalties which were allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Governnent, provided any 
interest actually paid or credited to a contractor incident to a refund of 
tax, interest or penalty shall be paid or credited to the Government only 
to the extent that such interest accrued over the period during which the 
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contractor had been reimbureed "by the Ooveyianent for the taxes, interest, 
or penalties* 

(1|2) Trade, Business, Technical and Professional Activity Costs. 

(a) Memberships , This category includes costs of menberships 
in trade, business, technical, and profe8rf.oaal organizations. Such costs 
are aUowable* 

(^) Subscriptions . This item includes cost pf subscriptions to 
trade, business, professibnal, or technical perLodical8.= Such costs are 
allowable. 

, Meetings; and Conferences. This item includes cost of meals, 
^rari8portaM,on, rental of faciUties for toeettngs, and costs incidental 
the primary purpose df the incurrence of such costs is the 
^?^?4»**^<« of technical infomation or stimulation of production* Such 
costs are aUbmible. 

(h3) Training and Educational Costs. 

(a) Costs of preparation and maintenance of a program of instruc- 
tion at noneollege level, designed to increase the vocational effectiveness 
of bona fide employees. Including training materials, textbooks, salaries 
or wages of trainees (excluding overtime compensation which might arise there- 
fpoBi)'', ^nd 

. (1) salaries of thd director of tr^nin^ and staff 
lAea the training program is conducted by the 
contractor} or 
(11) tuition and fees when the training ^is in an 
institution not operated by the contraotori 

are allowable. 
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(b) Goats of part-time education, at an unden-graduate or post- 
graduate college level, related to the job requirements of bona fide employees, 
including onlyr 

(i) training materials; 

(ii) textbooks; 
(iii) fees charged by the educaticnal institution; 

(iv) tuition charged by the educational institution, or 
in lieu of tuition, instructors « salaries and the 
related share ^pf indirect cost of the educational 
institution to the extent that the sun thereof is 
not in excess of the tuition ^ich vould have 
been paid to \he participating educational 
institution; and 

(v) straight-time compensation of each employee for 
time spent attending classes during workiiig hours 
not in excess of X$6 hours per year vdiere circum- 
stances-do not pemit the operation of classes or 
attendance at classes after regular working hours; 

are aipLovable« 

(c) Costs of tuition, fees,; training materials and textbooks 
(but not subsistence, salary, or any other emoluments) in connection with 
fulltime scientific and engineering education at a post-graduate (but not 
under-graduate) college level related to the Job requirements of bona fide 
employees for a total period not to exceed one school yqar for each employee 
so trained, are allowable* In unusual cases where reqtiired by military ^ 
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technolog7^ the period may be extended. 

(d) Maintenance expense, and noxroal depreciation or fair rental,, 
on faciliirfles owned or leased by the contractor for training purposes are 
allowable to the extent set. forth in (20), (9), and (3l») above, respectively. 

(e) Grants to educational or training institutions, including 
the donation of facilities or other properties, scholarships or fellowships, 
are considered contributions and are unallowable (sea (8) above). 

(W») Transportation Costs . Transportation costs include flreight, 
eacpress, cartage, and postage charges relating either to goods purchased, 
in process, or delivered. These costs are allowable. When such costs can 
readily be identified with the items involved, they may be directly coated 
as transportation costs or added to the post of such items (see (22) above). 
Where identification with the materials received cannot readily be made^ 
inbound transportation costs may be charged to the appropriate indirect 
cost accounts if the contractor follows a consistent, equitable procedure 
in this respect. Outbound freight, if reimbursable under the terms of .the 
contract, shall be treated as a direct cost. 

(hS) Travel Costs. 

. (a) Travel costs include costs of transporation, lodging, sub- 
sistencey and incidental expenses, incurred by contractor personnel in a 
travel status tAdle on official company business. 

(b) Travel costs may be based upon actual costs incurred, or 
on a per diem or mileage basis in lieu of actual costs, or on a combination of 
the two, provided the method used does not result in an unreason«ible charge. 
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(c) Travel costs incurred in the noraal coarse of ovei^all 

iidndiastra^^ the business are allowable and shall be treated as 

iixdirect cdsts* ' 

W 'Travel costs directly attributable to specific contract 
pferfbtliance are allowable and may be charged to the contract in accordance 
wttti the principle of direct costing (See ASPR 15-202), 

(e) kecessary, reasonable costs of family moTOnpnts and personnel 
movements "of a special or mass naturi are allowable^ subject to aUocation 



on the basis of work oi* time period benefited when appropriate, (But 



see 
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Part 6 - Guidelines for Application in the ITegotiation 
and Administration of Fixed-Price Type Supply 
and Research Contracts with Organizations Other * 
. Than Educational Institutions and in the 
Negotiation of Termination Settlements for 
the Convenience of the Qo-vemmeot 

lg-600 Scope of Part, This Part provides guidance for the use of 
Part 2 of this Section (i) in the evaluation of costs in pricing of nego- 
tiated fixed-price type supply and research contracts and subcontracts with 
organizations other than educational institutions, in those instances where 
such evaluation is required to establish prices for such contracts, and 
(ii) in the negotiation of tezmination settlements, 

lg-601 Definition of Flxed«ftlce Type Contracts , "fixed-price type* 
contracts include, for purposes of this Part, the following t ' 
(i) firm fixed-price contracts (ASPR 5-1^3,l) 
(li) fixed-price contracts with escalation (ASPR 3-lj03,2) 
(111) fixed-price contracts providing for the redeteradnation 

of price (ASER 3-103.3) 
(iv) fixed-price incentive contracts (ASFR 3-l<D3,lt) 
(v) non-coat-relabursable portion of time and materials 
contracts (ASPR 3-U05.1) 
y (vl) labor-hour contracts (ASHl 3-U05,2) 

Basic Conalderatlona, (a) ^ Dbder fixed-price type contracts, 
the negotiated price is the basis for payment to a contractor whereas allowable 
costs are the basis for reimbursement under cost-reimbursement type contracts. 
Accordingly, the policies and procedures of ASPR Section HI, Part 8, are 
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governing and shall be followsd in' the negotiation of fiked-price type 
contracts* Cost and accounting data may provide guides for asceHaining 
fair compensation but are not rigid measures of it. Other types of data, 
criteria, or standards may furnish equally reliable guides to fair com- 
pensation. The ability to apply standards of business Judgtient as distinct 
from strict accounting principles is at the heart of a negotiated price or 
settlement. 

(b) Among the different types of fixed-price type contracts, 
the need for consideration of costs varies considerably as indicated belows 
(i) Retrospective Pricing and Settlements. In negotiating 
flm fixed prices or settlements for votk which has been 
completed at the time of negotiation (e.g., final nego- 
tiations under fixed-price incentive contracts, redeter 
mination of price after completion of the work, or 
negotiation of a settlement agreement under a coatracrb 
texninated' for the convenience of the Government), the 
treatment of costs is a major factor in arriving at the 
' amount of the price or settlement. However, even in 

these situations, the finally agreed price or settle- 
ment may represent something other than the sum total 
of acceptable costs plus profit, since the final price 
accepted by each party does not necessarily reflect 
agreanent on the evaluation of each element of cost, 
but rather a final resolution of all issues in HtM 
negotiation process. 
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(11) Forward Prldng ii The extent to* which coats InfLuence 

forward pricing Taziea greatly frds ease to ease. In 
negotiations eovering future woric, actual costs cannot 
"be known and the ii^ortanee of cost estimates depends 
• on the drcvonstances. The contracting officer must 
considar all the factors affecting the reasonableneiss 
of the total propoaed price, such as the technical, 
production or financial xlsk assumed, the convexity 
of wrk, the extent of competitlTe pricing, and the 
contractor's record for efficient, economy and 
ingenuity, as well as arailable cost estimates. He ? 
must be i^e to ba^aln for a total pziee wfaioh . !. 
equitably distributes the risks between the contractor 
and the Oovemiaent and pro-vides incentives for effldonpy 
and cost re<tac^on. In negotiating such a price, it is 
not possible to identify the treatment of specific cost 
elements since the bargaining is on a total price basis* 
Thus,' while Cost data is often a Tsluable aid, it wLU 
at* control negotiation of prices for work to be per^ 
foxmed, or a target pzlce under an incentlTB contract* 
^^■^3 Cost Principles and Their Use, (a) When, pursuant to ASPR 15-601, 
costs are to be considered, in the negotiation of fixed-price type contracts. 
Section TTr, Part 2, shall be used as a guide in the ermluAtloa of cost data 
required to establish a fair and reasonable price in conjunction with other 
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pertiaeat ednsldsnitloas as set forth mors fully la ASPR Section nr. 
Part 8* 

(b) la retrospeetl've prlclag, "wheaersr aa oceasloa arises in 
wblch acceptability of a specif Ic Item of cost becomes aa lssu», Sectloa X7, 
Part 2, idll serve as a guide for the coatractiaff officer la Mii conduct of 
negotlatloas* 

(o) In applying Part 2 of this Secttoa X7 to fixed-price 
coatracts, coatraetlng officers nillj (1) not be expected to aegotlate 
agreemeat oa every individual element of cost; and (11) be expected to use 
their judgment as to the degree of detail ia vhlch they consider the 
individual elements of cost la arrlvlag at their evaluatlGa of total costj 
tihere such evaluatloa is aHjroprlate. However, the aegotiatloa record I 
should fulLy substaatlate aad Justify the reasoalng leading to ahy nego- 
tiated price* 

(d) In order to permit the proper evaluatloa' of cost data 
submitted by contractors for use in aegctlatiag prices, it may be aecessary 
to obtala breakdovas or accouat aaalyses la respect to some coat items 
particularly those lAiose treatment may be dependent upon special drcum- 
staaces as stated la the priadples* Coatractprs niU be ftepected to be 
respoasive to reasonable requests for data of this kind* 
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November lit, 1958 

Honorable Perkins McGxaire // ^ * 

Assistant Secretary of Defense (/ 

(Supply and Logistics) 
The Pentagon 
Washington 25, D* C* 

dear Mr* McGulre: 

In accordance ylth your siaggestion of October 15, 
1958, made diiripg the joiQls Industry-government conference, 

are subM herevithi a further aznpllflcatlon of the 
views of the Msichlneiy and Allied Products Institute in re- 
^^ard to the proposed adoption of a cozsprehenslve set of ccm- 
tract cost pxlxiciples* This statement is presented in v 
behalf of the capital gbods and allied equipment industries* 
Although, as you know, many of the conipanles in these indus- 
tries isure important governme^ prime and subcontractors, the 
bi2lk of their production falls in the commercial area* 

}&ty ve e^cpress once more our appreciation for the 
personal Interest "vdii^ ybu and Secretary McNeil have taken 
in this subject, as evide^ed by the October 15 conference 
and by your villi ngness to receive supplemen t ary written 
statements of industry vleib* Ideally^ we might have hoped 
for additional tifiie in which to file 6\ar supplemental state- 
ment, but we are most anxious to comply with the filing dead- 
line of fifteen days from the date on which the transcript of 
the October 15 meeting was received by this orgazxLzatlon* 

In our opinion, the proposal for application of a 
set of conprehenslve cost principles to aU types of negotl- . 
ated contracts biecomes trolly meaningful only as we relate 
it to developments in the entire field of national defense* 
For this reaiBon we should like to review briefly the history 
of this suggestion and— before proceeding to any detailed 
examination of the proposeG. itself— to set It agsdnst the 
backdrop of our total national defense program^ considering 
it in this broader perspective* ^> ^ _ ?. 
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The antecedents of the present proposal ,— For some years the Depart- 
ment of Defense, acting partly upon its ovn motion and partly by reason of 
sviggestions from Congressional committees and the General Accounting Office 
has attempted to develop a set of cost principles Trtiich cotild be applied to' 
negotiated, fixed-price contracts as veil as cost-reimbursement contracts. 
This process, covering a period of some fottr or five years, is an outgrowth, 
of course, of developments dating back to the World War II use of T. D. 5000 
the War and Navy Departments' "Green Book," the post-World War II Joint Termi- 
nation Regulation and, finally. Section XV of ASPR \^ch controls the reim- 
bursement of contractors' expenses under cost-reimbursement type contracts. 

This record of development, culminating in the present proposal, 
contains one interesting experience that is especially relevant to the "document 
here under consideration. A Monitions Board memorandm of November 15, ISk-S ' 
-which limited the mandatory application of ASPR cost principles to cost-type' 
contracts, nevertheless permitted their use "as a working guide" in fixed- 
price negotiations. In practice the working guide assumed the status of a 
rigid standard and, for this reason, permissive authority for the use of cost 
principles in connection with fixed-price contract negotiations was revoked by 
Depaartment of Defense Instruction iHO5.ll, November 23, 193k, 

So much for a brief history of the current proposal's antecedents. 
Let us now consider the history of that proposal against the broad background 
of the over-all national defense program. 

,^ ^ Urgent need for reaTOralsal.— Thla recital of the present proposal's 
history is important, we think, because of some startling recent developments 
in military technology that have altered radically and permanently the total 
defense posture of the United States. The changed circumstances flowing from 
these developments are financial and managerial as well as technological and 
strategic. They are of such a fundamental nature as to require a most careful 
re-examination of all procurement policy and procedure. We believe that you 
should give primary consideration to the question of vdaether or not the pro- 
posal for a comprehensive set of cost principles drawn in the fom of Section 
XV of ASPR— -vdiich has never been a completely sound proposal in our judgment- 
may not be altogether inappropriate at this time. 

The Soviet Sputnik.— As we have noted, the case for application of 
ASPR cost principles to all types of negotiated contracts has developed during 
the post-World War II period which culminated in the launching of an earth 
satellite by ther Soviet Ifalon. This latter event, marking the dawn of the 
Space Age, has given rise to grave Congressional concern with the state of our 
national defense, highlighted by the hearings before the Preparedness Investi- 
gating (Johnson) Subcommittee of the Senate Armed Services Committee. 

In addition to its ntmerous recommendations for enlargement and im- 
provement of our national defense in terms of military programs and weaponry— 
with which this statement is not directly concerned— the Johnson Subcommittee 
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recommended in connection vith stepping up the tempo of our defense effort a 
simplification of our military procurement procediires. With this latter recom- 
mendation our statement most emphatically is concerned. 

The testimony of certain -witnesses pointed up the shortcomings of our 
present procurement system^ and such testimony is eznphasized in the remarks of 
Senator Saltonstall in proposing certain amendments to the Armed Services Pro- 
ciarement Act (10 USC 2301 et seq.#) on October 1^1-, 1958 • Senator SaltonstaJLl 
said: 

''We have great confidence in the vitality and initiative of 
American industry. The free competitive system vhich has 
enabled our nation to achieve unheralded industrial advances 
should be able, as it has in the past, to achieve military 
weapons superiority second to none. But, as Professor Liv- 
ingston of Harvard so aptly pointed out vhen he testified 
before the Preparedness Investigating Subcomoaittee hearings, 
our present system of defense contracting does not encourage 
those forces in o\xr industrial establishment to vork... 
Ironically, Livingston pointed out, even in the controlled 
economy and industrial establishment of the Soviet Union 
great revards were provided for success in scientific and 
technological areas, and penalties for failure. The Russians 
know full well the virtue of the incentive system. If the 
future sectirity of the United States depends upon its ability 
to develop in the shortest possible time modem weapons of 
destruction so as to deter our enemies from aggression, then 
. we must make full use of the inherent characteristics of the 
American industrial system which give it vigor and strength." 

It should be emphasized that the remarks of Senator Saltonstall and 
Dr. Livingston are typical of siiggestions, both in and out of government, for 
increasing contractor incentives • 

Contradictory trends in government procurement . — The spirit of the 
observations quoted above appeeurs to have been reflected in a series of devel- 
opments within government itself. First, it seems evident that the MLlitaiy 
Services themselves are undertaking a fresh appraisal of the awesome technolog- 
ical problems thrust upon them by the Space Age. There is evidence, moreover, 
of a desire on the part of the Services to share increasingly with private 
Industry the technological and financl£LL burdens thus created. 

GenersuL Quesada, newly appointed Administrator of The Federal Avia- 
tion Agency, bespoke this attitude in a recent speech in which he suggested 
that industry and government must "start work immediately on working out some 
new concepts embracing the ways in "^diich we reward industry's efforts for 
scientific and technologicsLl development of advanced weapons." The report of 
the ad hoc Committee on Reseeirch and Development of the U. S. Air Force 
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Scientific Advisory Board-the Stever Report-emphasizes the same point in 
these vords: "Contracting procedures should be changed to give contractors 
greater incentive to do research development wDrk mo?e effeSi^eS!" 2 ?he 
legislative area the extension of the Renegotiation. Act for a pertod of oSv 
Six months-.vil^ the proviso that the process be subjected in thrmea^JiSf" 
to a searching Congressional study-vould seem to offer further evidence of 
a new look by Congress at the vhole question of providing incentives re 
moving disincentives to more efficient production of vS^naJertel! 

-.^ ^® framevork of the Armed Services Procurement Resailatlon 

itself we find within recent months substantial improvement^^g^Jir 
J relating to pricing policies for negotiated contrSts anrL ?hrf^i??in. 
Of conti^tor's proprietary technical know-how. This ^ole cS^iex S ISS 
ments^and action had encouraged us to believe that a n^ s^iSt^J^ ll^ in 
the vhole area of government procurement. Unhappily, the doS^^sST^f 
n^^i,^??^?^ across-the-board application S cost p^Spl^^L^ to 

us MhoUjy inconsistent with the current emphasis on the new snlrtt LfoS?o?^ 
above and would, in our Judgment, repres^ a ser^ouTba^ Sp! ° 

Let us turn now from the background of this nrotjosal to a moYv. ri« 
tailed examination of specific question! which it Invol^^s! 

Considerations of Public Policy 

ita^ of e:<pense regarded by industry as noiml costs of do^ business 
Al^ou^ raised for the most part in connection with the Ss?Sss?^i o? ^ne- 
ciflc items of cost, we suggest that certain overriding cSsideStlonf S 
SlSi: ^j'iStSSi^."'?^ even greater force to thT^StlTof'Sf 

l^T^T ^^"''^'^^ vhich this supplemental states 

A reading of the Armed Services Procurement Act (10 DSC o^m \ 
in^onjunc^on with its principal admini strati vT^ieSntition t^fiSd ^^* ^ 
cSS^Ji^^"^* ^gulation makes the advertl^ bifSSS'o^pu^* 
contracting a preferred method as an unmistakable matter, SC^+>, T^?7 f"! 

1 \J ilf ? ' ^ think, harmonizes completely and sneclflcallv Zilh 

nection. It is the policy of the Department of Defense to procure sillies ; 
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and services from responsible sources at fair and reasonable prices ^ calculated 
to result in the lowest xiltimate over-aJJ. cost to the govenament," 

We regard these propositions as central and fundamental policies of 
Defense procurement to which all other considerations of public policy — from 
whatever source drawn or Imagined — must be subordinated* Moreover, we cannot 
believe that policy demands a broadened application of proposed cost principles 
if, as a result, "ixltlmate over-all cost to the government" is increased. And 
this is precisely the result we predict in that eventuality. 

At the risk of repetition we cannot fail to add that the widespread 
and continuing suggestions for the enhancement of private incentive in defense 
work — to some of which we have referred briefly above — are not only entirely 
consistent with these basic policies of military procurement but would lead 
almost certainly, in our Judgment, to improved contract performance, an in- 
creased interest in defense production and a very considerable reduction in 
ultimate over-all cost to the government. 

The real issue to be decided .— The realities of the situation as well 
as the evident concern of your staff with questions of public policy demand 
that the resolution of the question now before you be based upon the broadest 
possible considerations of public policy. Ihis being so, the issue to be de- 
cided may be stated very simply: Would the present proposal for application /^""^ 
of contract cost principles in their present form to all types of negotiated 
contracts serve the public interest? 

We do not believe that it would. 

The Present Kroposal 

In turning to the applicability of the proposal before you, we 
should point out once more that we do not regard ASER cost principles — in 
either their present or proposed form— as desirable or proper standards even 
for cost-reimbursement type contracts. 

Uie princlp6il change in procurement practice to be effected by 
adoption of the current proposal would consist in applying a revision of the 
present ASIR cost principles to fixed-price as well as cost-reimbursement type 
contracts. Having in mind the effect of the proposal's adoption upon the 
broad public policy question posed above, ve should like to consider it in 
terms of its essential nature, its effect on negotiated, fixed-price contracts, 
its use and effect in "cost-related areas," its effect upon normal business 
incentives. Its. effect on subcontracts. Its effect on contract termination, 
and its effect upon the normal incidents of contract negotiation. 



The.natui^ of the proposal .— As a part of the colloquy on the subject 
of applicability at the recent Pentagon conference, the observation was made 
that Industry spokesmen were confusing the applicability of proposed cost 
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principles -with their content. We submit that one can no more consider the 

results of applying this proposal -without considering' all four comers of 

the docxaaent than one covOd. Judge the vorth of a horse without examining the 
beast, What, exactly, is the nature of this proposal? 

Although the document here involved purports to be a statement of 
cost principles , it consists in fact of a relatively brief statement of 
•n-n4nciples followed by an extended and detailed specification of costs which 
allowable or unallowable in certain contract sit\iations. Experience per- 
es us that in a practical contracting situation the statement of principles 
.ch as it is, will be disregarded and the contract administrator will rely ' 
on the specified list of allowable or unallowable costs. Moreover— and de- 
spite protestations to the contrary with -vAlch we shall deal later— the extent 
ijT of allowability or unallowabiUty of any item of contract expense identified 
^ in these principles" would almost certainly be the same under either a cost- 
reimbursement or a fixed-price type contract. 

We have reiterated these elementary propositions only because we 
regard them as fundamental to any consideration of the applicability of the 
proposed cost principles. 

The proposal's effect on fixed-price contracts Having in mind the 

basic and unavoidable character of this proposal, we reiterate an argument 
which we have advanced repeatedly in the past that promulgation of a "compre- 
hensive set of cost principles applicable to both negotiated, fixed-price 
and cost-reimbursement type contracts will serve to convert fixed-price con- 
tracts—in one degree or another— into cost-reimbursement agreements. We 
regard this result as inevitable, both as a matter of logic and as a matter 
of e:q>eilence. 

In their present fom the proposed cost principles represent an 
artful piece of draftsmanship and an evident effort to respond to prior indus- 
try criticisms relating to the inevitable effects of an across-the-board 
application of cost principles. Specifically, the proposal declares that 
cost principles are to be used (l) "for the detemlnatlon of" reimbursable 
costs or cost-reimbursement type contracts, and (2) either (a) "as a basis 
for the development and submission of cost data and price analyses— in strp- 
port of negotiated pricing, repricing, etc., or (b) "as the basis for evalu- 
ation of cost data in retrospective pricing and -settlement or "as a guide in 
the evaluation of cost data" in forward pricing. 

from the regulation quoted above are, of course, those 
phrases which go to the veiy heart of applicability of the proposed set of 
. comprehensive cost principles. The distinction which the draftsman of this 
regulation has attempted to make between applicability of cost principles in 
cost-reimbursement and fixed-price contract situations is an exceedingly, nice 

believe, nevertheless, that this distinction, however nicely drawn, 
will become a distinction without a difference in practice. 
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A chronology of the process by -which the present phraseology of 
applicability came into being may -be instructive. When this proposal vas 
first publicly mooted in Mr* Lloyd MiOit's letter of May 28^ 1956, the Instl- . 
tute called attention ta ^at ve regarded as a built-in weakness in the pro- 
posal--" ♦ . •ve urge that any generalization of .contract cost principles be so 
framed and administered that it may not serve as a deterrent to greater em- 
phasis on fim, fixed-price contracting." Doubtless, other industry associa- 
tions had the same concern. 

The September 10, 1957^ draft of this proposal attenp ted— with 
some'what less than complete success — to avoid this change by careful distinc- 
tion as between the proposal's application to fixed-price contracts and cost- 
type contracts. Our comments of December l6, 1957, once again pointed to the 
impossibility of a distinction in practice. 

Apparently unsatisfied with this attempt, as was industry, Pentagon 
draftsmen have tried once more with the greatest care and the utmost sincerity 
to overcome this problem in the language quoted above* We commend the effort. 
We cannot fail, however, to entertain grave doubts as to the manner in which 
this theory of differing applicability will be treated in actual procurement 
practice. 

The almost inevitable obliteration of any distinction in actual 'f^"^"^ 
practice is illxistrated by a landmark decision of the Armed Services Board 
of Contract Appeals, the Swartzbaugh case. As you will recall, the question 
involved a dispute over the interpretation of a contract price revision art- 
icle. The contracting officer soxight to apply present cost principles. In 
its opinion the Board said "in contradistinction to a cost-reimbursement con- 
tract. Form IV of the Price Revision Article depends on negotiation and its 
sequel, co2i5)romise. Under contracts calling for the reimbursement of costs 
it is appropriate to audit in detail each expenditinre and to test its allow- 
ability by the standards of the statement of cost principles (ASPR, Section . 
XVj. Such a detailed audit is neither required nor desirable in price revi- 
sion... The statement of cost principles (ASPR, Section XV) upon which many of 
the dissQlowances were specifically based by contracting officers is not con- 
trolling in negotiations for revision of price*" 

The case in question involved a redeterminable fixed-price contract 
but the principle annovtnced by the Board of Contract Appeals applies equally 
to the negotiation of price under any type of fixed-price contract. We be- 
lieve the philosophy of the Swartzbaugh case is entirely correct, but we 
think this philosophy would be largely destroyed by adoption of the proposal 
here xmder disctission, and The Pentagon's own past e^qperience with the IteL- 
tions Board memorandum referred to above further convinces us pf this restilt. 

The proposal's use in "cost-related areas" . — The case for an across- 
the-board application of contract cost principles appears to rest finally uponx-^^^ 
the proposition that such a standard is required for examination of "cost- 
related sureas" under both fixed-price and cost-type contracts. A corollary 



Honorable Perkins McGuire 



- 8 - 



November Ik, I958 



proposition holds that a cost under a fixed-price contract is no different 
frx>m a corresponding cost under a cost-type contract and that both should, 
therefore, be judged by reference to the same standard, i.e., a common or 
coiaprehensive set of cost principles. 

We think no one vovad argUe seriously that there is any. essential 
difference between an item of expense under a fixed-price contract and a simi- 
lar expense under a cost- type agreement, nor that the manufacturer incurring 
either cost must recover it in the selling price of his product. And to argue 
tram, this truism that both costs should, or must, be judged by reference to 
the same standard seems eminently proper as a matter of pvire theory. 

We are not, however, dealing with a theoretical exercise but a 
practical procurement situation. Let us consider the effects of the theory. 

Assuming a 10 per cent fixed fee vinder a cost- type contract, this 
minor part of the idiole price is the absolute limit of the contractor' s risk 
and thtis the limit of possible incentive. Conversely, a fixed-price contract, 
with no predeteimlned fee or profit, has a much wider area of risk for profit 
or loss and, logically, a much greater degree of incentive to the contractor, 
toreover, it is precisely because the range of incentive in the latter case is 
60 much greater than in the first that fixed-price contracting is preferred as 
a matter of poUcy. 

This contrast goes to the very heart of our case against a compre- 
hensive set of cost principles just as the propositions recited above consti- 
tute—as we understand it— the core of your staff's case for their adoption. 
With the. issue thus squarely joined let us consider for a moment vb&t this 
proposal would do to contractor Incentive. 

It seems to us inevitable that reference to the proposed cost prin- 
ciples in pricing or repricing flxed-pilce agreements will very greatly reduce • 
the^^area of risk and the Incentive possibilities of such contracts. Insofar 
as cost-related areas" thereunder are subjected to the proposed cost principles 
such contracts will have been effectively converted into cost-type contracts— 
and price will be established ^ rote. 

ELnaUy, we should like once again to point out that fixed-price 
negotiations will degenerate into formula pricing at the very time that serious 
and responsible students of the procurement process are calling for immediate 
and drastic inrproveoent in defense contract incentives. 

The propo sal's effect on normal business incentives .— As we have 
already suggested, both applicable law and regulations express a clear prefer- 
ence in defense contracting for flm, fixed-price agreements let either by 
formal advertisement or direct negotlaUon. An excellent capsvile statement of 
this preference has been made by a leading contract pricing authority, as 
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"Our objective then is to negotiate a contract type and 
price that includes reasonable risk and provides the contrac- 
tor vith the greatest incentive for efficient and economical 
perfoimnce * In all cases it is basic to our pricing philos- 
ophy that a contractual arrangement lacks incentive until ve 
reach a firm agreement on price* The firm fixed-price con- 
tract obviously supplies this incentive to the fullest degree, 
and it is the type preferred in the Department of Defense. We 
also prefer fixed-price types of cost-reimbursement types and 
firmed fixed pricing over retroactive pricing." (Underscoring 
supplied.)/! 

We concur completely with this statement of policy. Iforeover, its 
en5>hasis \xpbn retention of maximum Incentive to efficient performance is en- 
tirely consistent vith the observations of General Quesada to \*lch ve re- 
ferred very briefly above. In the cotirse of his remarks on this subject. 
General Quesada further called attention to the fact that the process of cost 
reimbursement tends to penalize the efficient producer and to revard the in- 
efficient producer. The point is by no means a new one — although few have 
made it as well as General Quesada — and we raise it again here simply to rein- 
force the statement of our conviction that the cost-reimibursement process has 
a built-in disincentive character vhlch now, in our Judgment, would be trans- 
ferred to all flxed-pilce contracts by adoption of the present proposal. . ^^^^''^ 

The Institute firmly believes that the presently proposed set of 
comprehensive cost principles should have no application to any type of fixed- 
price contract. As contrasted with the cost-reimbursement situation, the 
contractor under a fixed-price contract must assume the risks associated with 
the price fixed prior to the incxirrence of costs thro\zsh contract performance. 
If the contract price has been fixed at too low a level the contractor may 
suffer a loss which is not recoverable from liie government. Under cost- 
reimbursement contracting, on the other hand, the contractor faces no such 
problem. He wlUL be reimbursed for contract costs incurred and, in most 
cases, will be paid a fixed- fee profit detertalned by formulas prescribed by 
ASPR* Under such a contractual arrangement the contractor has little or no 
incentive for the most efficient and expeditious contract perforniance. How- 
ever, in the fixed-price area, when a contractor has no such profit guarantee, 
contract performance must of necessity be both efficient and e:q)edltious or 
,any originally hoped-for profit will be completely consumed by costs. Thus, 
under fixed-price contracting, the contractor's incentives and his concurrent 
risks are maximized. 



Lt. Col. George W. Thoii5)son, "The Pricing Significance of Contract 
Types Used in Negotiated Military Proctirement, " XYIII Federal Bar 
Journal^ No. 2, April-June, 1958, p. I36. Lt. Col. Thompson was 
recently awarded the Legion of Merit for hils outstanding contribu- 
tions to Air Force procurement. 
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proposal's effect on s ubcontract s .-Th a manner and degree in 
proposed cost principles votild appOy "to subcontrle+in^ degree in 
tirely clear from the draft proposal. Neve^SeSsr^ J^fS^cHo "Jhf" 

?J,?^ciples and standards... in contracting Sd subcon??a^?ln2S 
^(Par. 15.101) clearly implies a fairly extensive appHc^tion. ^ 

a defense ^.^^J^^^^ ^l^^^^^^^^ ^ J^T^ 
upon vhich the government has fi«aufintw\i?T!?T!^;r 5°^^** incidentally, . 
ings before t^e^Ax^ sSmSsl^STof^cSi^t^ppelir'^^ ^T'"^' 
a cost-reimbursement prime contractor, boS^sonaS SJwon 5? TT'... 
his costs examined by reference thereto, may brpl^S^in t^! L j^oS^ and^th 
ing to justify the costs of a subcontractor over^S ^eiSL J! ''1°^ 
government exercises any control. He mi^t Z l SsSt be^!L?^ Tl^t . 
a subcontractor's disallowances as fo t,^ result be required to absorb 

tors viXL te oerlousJy dlstupb.^ 'xmmrau. Mlatlonshlps bstroen contrao- 

section mi oft^' SleJT.rgolurrl'S^So^r^-"*^ ^ 

appwiof ol%^ p'°4o%S^jo:?°rt'^!LT/^^°^^^^^^^ 
phasizes once again the snunoua iS?^ Ji ! affected" areas em- 

tract price ne^SatSL l^^hf f^rS i°L!^^^°f ^ ^^^-^^ °^ <^on- 
m our discussion of ?Se essSt 2 ^^C have already suggested 

price contracting StS^lonr^^^ STSiJ^^^"" fixed-price aad cost- 
appllcatlon Of Se prpposeTjo:? P^S^iple%^f ^h^fl^ fSSSy^ "^^^'^^^ 

to tendnaS*??! coS^Sj^^-or ^^^^ * <iecision 

Of the sitStl"n s^S^^f^o^LISJllo^'llleS? t^eS^'V ^^^^^^ ' 
costs than -wouM he>. T.«-rm+++=^ J^I', 7 -U-Deral treatment of accrued 

more liberal, vould seem to indicate that thi«^«?J!^ considerably 
past, toreover, no JustlflcaSJrSs^eL^?eSd Lr^f ^f? recognized in the 
recognize this. «u was oeen orrered for a fiallure to continue to 
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The proposal's effect on the process of contract negotiations , --We 
have already voiced our concern over the virtual certainty that adoption of 
the proposed set of comprehensive cost principles vould convert many/ if not 
most^ fixed-price contracts into simple cost-reimbursement agreements. We 
think this viev is supported vhen one applies to the present proposal the 
acid test of a practical contracting sit\iation# 

The contracting officer is directed by Section III, Part 8, of ASPR 
to prepare some form of price analysis in every negotiated procurement. In 
the absence of competitively established prices available to the contracting 
officer, his fulfillment of this regulatory requirement customarily takes the 
form of a demand on the contractor or prospective contractor for a cost analy- 
sis of the proposed contract price. (This is borne out by the experience of 
capital goods manufacturers vho report an Increasing volvane of demands for 
cost data vith respect to negotiated fixed-price procurement together vlth a 
concomitant increase in pre-contract audits of contractors* books and records.) 

It is understandable that, in many situations, the govenmient vLll 
request pre-contract cost analyses. This is done on the basis that the con- 
tractor's costs are a factor to be considered together vith many other fac- 
tors (ASPR 3-101) in determining a reasonable negotiated price. 

Two imoportant questions, however, are raised immediately — questions 
-which are made more critical by the proposal now before us. First, are costs 
as submitted by a fixed-price contractor in a pre-contract price analysis to 
be judged by the ordinary standards of business or by an arbitrary manual of 
cost allowance and diseillowance? Second, assuming a pre-contract audit, what 
form will that audit take and to what use would it be put? 

The first of these questions cuiswers Itself when one examines the 
present proposal. The second, relating to the form of a military audit report, 
has been described by one of the members of the Navy panel of the Armed 
Services Board of Contract Appeals as follows: 

"In other than cost-reimbursement contracts, the 
government audit report is merely advisory and generally 
the form of the report clearly - segregates, in separate 
columns, those costs which are accepted, those which are 
questioned, and those \Siich are disallowed— so as to 
permit proper examination at the contracting officer and 
Board levels in accordance with the cost principles 
applicable to the particular type of contract Involved." 
(Underscoring supplied. )/2 




17 John Green, Costing and Pricing in Contract Appeals Procedures," 
XTIII Federal Bar Journal, No. 2, April- June, 1958> p» l89* 
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^ . v,^ ?i® statement makes clear that advisory audit reports on contractor- 
fWshed data presently include an Itemization of "unallomble" estiS^S 
costs. To yhat extent such "unallovablOlty" is presently J^sS on 
Section XV is not at all clear; If Section X7 is now made directOy ^plicable 
to flf<a-Price contracts there can be no question as to the source of such 
•unallowabillty." Indeed, such advisory audit reports vould p^SblbJy se^Je 
SfJjTi^J"^^ applicable set of cost principles, as the basirfor^SJekl 
^^^7^1 pL^p^SI."^ ^ ^"^-^^ draft'o^lo^^Sf 

<5o«+w vrr^*®?^™*^ ^ "advisory" audit report based dlrectljr on a revised 
Section X7 of ASPR-as here proposed-and vblch "advises" hlm^t^at mS^of 
t^T '^^'' ' "unallovable," can ve expect oxa^SeSl con- 

s^loS'oJ^lffpL^T'L'^/^N^^n^^ Judgment vSch ^^otJ^r 

secxion or A£>ra ^Part 5, Section III) demands of him. As a tit«o+<««i 

ve think his judgment vlll have been stultified V?M8 devel^?f 

nov soii^h+^If i^^J fictional character of the distinction 

noy sought to be dravn between the application of cost princlTJles to^fiv^d 
pxlce^contx^ts and to cost-type contracts (see page eJ'Z^'-u ^§ mus- 

+V, The proposal's effect o n the "All Costs" concen t.. -J««t. as we believe 

proposal vould so circumscribe a coEtkcSS o?f?^er' f 
area of discretion as substantialOy to deprive him of the exercise of 2v 
Judgment in contract negotiations, so do ^e think it vould Se?lteblv 
make unallovable under flxed-prLce contracts certain ^SesSoSfcSt^of 
doing business vhlch are presently dlsalloved under cost-type cont^Ss. 

.or,+^«+4 the. "advisory" audit report to our hypothetical 

IISp^^S® directed by the regulation "to emp?^ sJ??Sn^^f 

ASPR as the basis for the evaluation of cost ±nfoimation..!X2ever such in 
foimation becomes a factor in pricing, renricln^ " T 

b^TL."^' s^ecJSf'eSfs^f ^o^'wnS^^^^rie^L 

t^aS'SS.*' unacceptable and are to be disregarded in e^t^ a? a 7ol 

^^«o^^ Institute has long objected to the arbitrary and categorical 

disallovance under cost-type contracts of such items as advertising Smn^ 
expenses, etc. We have thought such rejection economlca^S SsfSd a^l^S^ 
J? "^"^.n ^ standpoint of both govemmeot ^d SuSri To 

Se'^^Ject^SSldv S't? of cost prJ^Lr^S^'SSJ^d 

tne direct subsidy to the government— and the corresponding disadvanta^A 
ot^ ^stomers of a gov«™ent =ontr«tor-*lch sSSlJlllSe^T^^fe^^Liay 

We repeat our suggestions of the past— Tdilch are r*^+ nn-f- +1,^ 
attachment to thl, Xetter-that, vlth MnoreJc^ons^MlJeS ^yla^^^ 
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public policy, those portions of all legitimate and reasonable costs of doing 
business properly allocable to government work should be reimbursed as proper 
contract costs • We csmnot but view vith dismay a situation in \Aiich this 
principle is to be all but obliterated in government contract vork. 

Specific Recommendations as to Applicability of the Present Proposal Summarized 

1# That the draft of comprehensive contract cost principles not be 
published in its proposed form* 

2* That if the Department of Defense desires to pxirsue the goal of 
a broadly applicable set of cost principles, that it confine 
the publication of regulations in the area to principles alone, 
as suggested on pages 11 and 12 of our letter of December I6, 
1957> copy attached* 




That if a set of cost principles in the approximate fom of 
this proposal is to be published that certain specific exemptions 
be made to its applicability, as summarized belov: :. 

That contract cost principles be made specifically in- 
applicable to (1) advertised contracts, (2) all firm, 
fixed-price contracts, (3) all subcontracts except 
those clearly involving privity vith the government, 
and {k) contract terminations* (As a corollary ve 
recommend that cost principles nov appearing in Sec- 
tion VIII of ASPR be retained for application to 
contract termination*) 

That as to all other types of fixed-price contracts, 
general principles only (enumerated in Paragraphs 
15-100 through 15-203 of the proposed draft) as dis- 
tinguished from that portion of the draft vhich ^is a 
cat€uLog of euLlovances and disallowances (15-201*- "Appli- 
cation of Principles and Standards" ) be made applicable 
to such contracts* 



Application of Principles and Standards 

The Institute has commented repeatedly in the past on the proposed 
comprehensive cost principles' treatment of specific items of cost. We think 
it unnecessary to reiterate at length the eurguments already advanced in prior 
statements and, vith that in mind, ve are attaching sm extra copy of our 
statement of December 16, 1957 • 

We do vant to acknowledge significant iiiipx*ovements ^tdiich have been 
made by your staff in the September 10, 1957/ revision of the proposed cost 
principles, particularly in such areas as executive compensation, research 
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and development, and the allovance of overtime costs* Inrportant as those 
improvements are, ve continue to believe that if the Department of Defense 
deems it essential to publish a set of cost principles in substantially the 
fom here proposed, then its treatment of specific items of cost should be 
further liberalized in accordance vith prior recommendations in the attached 
statement. 



We shotild like once again to thank you, your staff, and your 
associates for your courtesy, your patience, yo\ir xmderstandlng, and your 
obvious personal concern vith the resolution of this most important qiiestion. 
May I assure you again of the Institute's desire to cooperate in any vay 
possible. 

Respectfully yours, 

CWS:c 

Enclosures 
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29 April ,1958 



The Honorable E. Perkins McGuire 
Assistant Secretary of Defense 

(Supply and Logistics) 
The Pentagon - Room 3 E 810 
Washington 2$, D. 

Dear Mr. Secretary: 

In the general comments of the National Security Industrial Asso- £ 
ciation on the Department of Defense Proposed Revision of Section XV of the^ 
Armed Services Procurement Regulation submitted with our letter of December '^ 
l6, 1957, we indicated that our Contract Finance Committee has been devoting 
extensive effort for more than a year to the development of an Indxistry pro- 
posal for a Comprehensive Set of Cost Principles* We are now pleased to sub- 
mit this to you. 

We trust that this proposal will receive your serious consideration 
since it might provide the basis for resolution of many of the problem areas 
on which we commented with respect to the Department of Defense draft. 

You will note that our submission is a complete presentation of 
basic principles except for cost interpretations on specific items of costs 
of an indirect nature. We plan to submit a proposal on these cost interpre- 
tations once the basic principles are resolved. 

We again wish to reiterate that many of the differences of opinion 
are susceptible to resolution if fully explored across the conference table 
by representatives of Government and Industry. Agreement should be reached 
on the basic principles to be enqployed before the drafting of the cost prin- 
ciples is con5)leted. 

It would be greatly appreciated if you would extend an opportunity 
for a small group of qualified individuals to meet with you and members of 
your Staff to discuss this proposal. We believe that the result of such a 
discussion might well be the realization of developing a mutually acceptable 
solution of this long outstanding problem area. I will be glad to discuss, 
at your convenience, arrangements for such a meeting. 

Sincerely, 



Jas. D. Boyle 
Director of Committees 
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TRANSMITTAL MEMORANDUM 



To: • All Official Representatives, NSIA 

All Members, Procurement Advisory Committee 

Contract Finance Task Committee and Panel 
Contract Negotiations Task Committee 
Contract Terminations Task Committee 

Subject: NSIA Proposal for a Cor^irehensive Set of Cost Principles 



The efforts extended by your Contract Finance Task Committee 
for over a period of a year have culminated in the attached proposal 
of a Comprehensive Set of Cost Principles, -which was submitted to The 
Honorable Perkins McGuire, Assistant Secretary of Defense (Supply and 
Logistics), under date of 29 April 1958. 

It is hoped that our request for a meeting vith Mr. McGuire 
and his Staff will be favorably considered and that such a conference 
can be held at an early date. 

Sincerely, 




William F. Romig 
Committees Executive 



WFR/jtm 
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Part 1 - Introduction 

100 Scope of Statement 

• • 

This statement sets forth in general ,terms contract cost principles and standards 
to be used as a general policy guide ih the negotiation, administration and term^ 
ination of contracts. 

The Statement consists of five Parts as follows; 

Part 1 - Introduction 

Part 2 - General Principles and Standards 

Part 3 - Application of Cost Principles to Cost Reimbursement Type Contracts 
"Pa^t - Application of Cost Principles to Negotiated Fixed Price Type Contracts 
Part 5 - Cost Interpretations 

101 Purpose 

(a) This Statement of cost principles has the following main objectives: 

(1) To identify those categories of costs recorded in a contractor's account- 
ing records which represent normal and true costs of doing business, and 

(2) To set forth acceptable methods for allocating costs and expenses to the 
contractor's business and, "Jrtiere required, to contracts or other detailed 
segregation. 

(b) This Statement will be useful in the preparation, review, and evaluation of cost 
data, in connection with contract pricing, pricing revisions, payments, termi- 
nation settlements and other phases of contract administration by: 

(1) Government audit personnel in establishing the scope of their examination 
of contractors' accounts and in evaluating the propriety of costs allo- 
cated to contracts as shown by contractors' accounting records. 

(2) Government procurement personnel in reviewing, analyzing, and evaluating 
accounting data prepared by contractors or auditors relative to con- 
tracts, ^ild in negotiating prices, price revisions, payments and settle- 
ments on contracts. 

(3) Contractors in preparing estimates for negotiation with procurement per- 
sonnel Inhere applicable, arid in preparing cost analyses where required. 

102 Use of Cost Data in Contract Pricing - General 

The general cost principles and standards set forth in this Statement are not 
intended to be rigid rules for cost determination but rather to act as a broad 
framework to be applied with discrimination and judgment. In each individual 
caise, the nature of the industry and the policies and practices of the contractor 
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102 Use of Cost Data in Contract Pricing - General, (Continued) 
must recognized and evaluated. 

With respect to the use of cost data in connection with contract pricing, the fol- 
lowing basic principles shall be considered: 

(a) The primary objective of the Government is to procure supplies and services 
from responsible sources at fair and reasonable prices to both the Government 
and the contractor calculiated to result in the Ibwest ultimate overall cost 

• to the Government gStvihg due consideraiioh' to such factors as capability or 
quality of performance,, ability to meet specifications, delivery in accordance 
with required schedules, and advancement of the art, or improvement in the 
product. 

(b) The scope of work involved in each procurement shall be evaluated to determine 
the most desirable type of contract for the Government and the contractor. 

(c) In the negotiation and administration of fixed price type contracts (includ- 
ing price redeterminable and incentive types) the objective shall be to nego- 
tiate a fair and reasonable price in which due weight is given to all relevant 
factors. In establishing prices under negotiated contracts, educated judgment 
and not mechanical rules or mathematical formulae based on costs shall be used. 
It follows that pricing decisions shall hot be made on a basis of a determina- 
tion of cost plus a percentage of cost. Specific agreements need not be nego- 
tiated with contractors as. to the individual elements of cost except when it 
may be desirable to do so to cover special or unusual items. 

(d) Costs shall not be considered an inqportant factor for determining prices . 
under fixed price contracts when other valid and adequate criteria are avail- 
able. Exanples of. pricing criteria, other than cost estimates, which may be 
valid and adequate in particular cases for negotiating prices include (but 
are not necessarily limited to) the following: 

(1) Cornpetitive price proposals, 

(2) Published market prices, 

(3) Catalogue prices or prices otherwise established, and 

(k) Previous procurement price experience on the same or similar items, with 
appropriate allowances for changes in qualtities or specifications or 
changes in labor, materials, and other cost indices. 

(e) Prices established by competitive bidding eliminate the need for cost esti- 
mate audits and are performed whenever circumstances permit. In the case of 
contract terminations, cost audits may be required. 

(f ) Profits are considered reasonable and just when based on performance measured 
by such factors as in5)rovement in the knowledge of the art, efficiency, risk 
and relative cost.,_ None of these factors are such that they can be measured 
with precision and therefore excessive attention shall not be devoted to lim- 
itations of profit margins based on rule-of- thumb standards or uniform profits 
rates for companies in the same industry. 
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103 Applicability 

(a) In order for the principles outlined in this Statement to be binding upon the 
Government and upon a contiractbr, the applicable principles shall be incorpo- 
rated by reference in a contract as follows: 

(1) Part 2, defining general principles and standards, shall apply to the fol- 
lowing situations where costs are a factor in determining price: 

(i) All cost reimbursement type contracts, where costs relating to the 
contract are reimbursable \inder the provisions of the contract^ 

(ii) Fixed price type contracts (including those with price redeterrp- 
ination clauses and those of the incentive type) wherever cost 
data are an important factor to be considered in the negotiation 
of price, either initially or in subsequent price revisions, if 
any, and 

(iii) Termination settlements of the above types of contracts. 

(2) Part 3 shall also apply to all cost reimbursement type contracts where 
costs relating to the contract are reimbursable under the provisions of 
the contract* 

When requests for proposals are issued for contracts in which cost data are an 
important factor in the negotiation of price, the request shall state that the 
provisions of Part 2 shall be followed, 

(b) The provisions of Part I4 with respect to negotiated fixed price type contracts 
are set forth for the guidance of Government and contractor personnel in the 
negotiation of prices of such contracts, either initially or in subsequent 
price revisions, if any, or in termination settlements thereof. 

(c) Part S sets forth cost interpretations which are intended to be used as a 
guide by (3overnment and contractor personnel in the promotion of fairness in 
price negotiations, and cost determinations. 

(d) In certain instances, it may be desirable to spell put in cost reimbursement 
type contracts those items of cost which are to be charged directly and those 
conternplated for recovery through indirect costing procedure (i.e. overhead), 
provided these provisions are in harmony with the principles and standards 

- set forth in this Statement. Under such conditions ^ the contractual pro- 
visions shall govern the treatment of such costs. Otherwise the contractor's 
accounting system shall prevail in accordance with generally accepted ac- 
counting principles as set forth in Part 2 of this Statement. 

-^(e) The term cost-reimbursement type cpntracts, as used throughout this Statement, 
includes cost or cost- sharing contracts, cost-plus-a-fixed-fee contracts, 
and the cost-reimb\irSement portion of time-and- materials contracts. 

(f ) This Statement shall not apply where cost data are not a factor in establish- 
ing firm fixed prices, as for exanple: 
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103 A pplicability (Continued) 

(1) Contracts awarded on the basis of formal advertised coi^etitive bids, 

^-^^^^^^^^^^^^^^^^^^^^ 

Ssts! f?rms, discount sheets, catalogs, or other medxa, and 

rnntracts awarded by negotiation on a firm fixed price basis where the 
(3) Contracts a:warapQ oy . B established by previous procurement price 

reasonableness of g^^^J^^^^^^ items with adjustments. for price changes, 
wSre'ap^ro^JiaX,^^^^^ valid criteria referred to in Para- 

graph 102 (d). 

. lolj Effective Date of Statement 

The principles and standards contained In this Statement shall be effective to con- 
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Part 2 - General Principles and Standards 

200 Scope of Part 

This Part sets forth general principles and standards which shall apply to all con- 
tracts B.S provided in Paragraph 103* This Part does iiot prevent special treatment 
of any item of cost by contractual provision. 

201 General Standards for Use of Cost Principles 

The following are general standards for the use of these cost principles in arriv- 
ing at sound pricing on Government contracts: 

(a) Sound pricing depends primarily upon the exercise of sound judgment by all per- 
soiiiel- concerned with the procurement arid therefore cannot be measured exactly. 
Various methods may be equally appropriate foir arriving at fair condensation, 
and reasonable variatiohs of method and of sound judgment may be accepted as a 
basis for fair compensation. The application of soiond business judgment as 
distinct from strict iaccpunting principles is an essential element of sound 
negotiation. The parties may agree upon a total amount to be paid the con- 
tractor without agreeing on or segregating the particular elements of costs 

or profit comprising this amount. 

(b) Cost and other accounting data may provide guides for ascertaining fair compen- 
sation but are riot rigid measures of it. Other types of data, criteria, or 
standards may also furnish reliable guides to fair conipensation. In appro- 
priate cases, costs may be estimated, differences compromised, or doubtful 
questions settled by agreement in' an expeditious manner. 

(c) The amount of record keeping, reporting, and accounting required shall be re- 
duced to the minimum compatible with reasonable protection of the public 
interest. 

202 General Bases for Cost Determination 

In considering cost data as a guide for negotiation or for cost reimbursement under 
a contract, the general principles set forth below shall be used in arriving at 
fair congjensation. . These principles are intended to include consideration of direct 
costs incident to the performance of the contract, and the allocation of indirect 
costs. In applyirig these principles, the following factors shall govern: 

( a) Costs must be reasonable; judgment shall be exercised in determining reason- 
aoieness. 

(b) Conformance to generally accepted accounting principles and practices shall 
govern. 

(c) Indirect costs must be properly allocable to the contract in accordance with 
the contractor's established accounting system. 



(d) 



The costs of a contract are subject to the limitations or special provisions 
as to types or amotxnts as set forth in the contract. 
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203 Reasonableness of Costs 

(a) . In determining or evaluating either . estimates or actual costs of performance of 

specific contracts, the \apt)li cation of the test of reasonableness^ req uires a 
flexibility in understanidiiig and the exercise of sound judgment in cieaiing-with 
a given situation after consideration of all influencing or related factors. 

(b) ' The primary factors to be taken into account in evaluating reasonableness of 

costs include the following: 

(1) Established policies and accounting practices of contractor, 

(2) Prior experience of contractor, and 

(3) Prevailing level of comparative types of cost or expense in similar con- 
cerns or in industry in general. ; 

(c) In appropriate circumstances the following additional factors may have a bear- 
ing: 

(1) Application of business and public policies, 
I (2) Size and conqplexities of business, and 

(3) Prevailing general economic conditions. 

(d) In the negotiation of fi xed^price type contracts, the uresumntion of reason- 
ableness sliall b e accep tibdj .l' th^^ price is reasonable when measured 
against c'ompetitiveT sources of supply, giving due consrderation to such factors 
as capability or quality of performance, ability to meet specifications and 
delivery in accordance with required schedules. 

As to allowability of cost3 under cost reimbursement type contracts, the pre- 
sumption of reasonableness, shall be accepted ymjtegs the cost is patently un - 
rea^pnab]^^ measured by a!pply£ng the f actor? 

cited^above. ^!^Fior to making a^'Seterminati of unreasonableness, the con- 
tractor shall be given the opportunity to submit data sustaining the cost. h 
The burden of proof shall be regarded as having been met if the evidence II 
submitted sustains the reasonableness of the cost under the circumstances 
in which it is incurred. 

20ii Application of Generally Accepted Accounting Principles and Practices 

Generally accepted accounting principles and practices are derived from many 
sources. They may, for example, be described in professional accounting litera- 
ture, accredited accounting textbooks arid in official pronoimcements of recog- 
nized associations of accountants, or they may become generally accepted through 
usage by industry and the accounting profession. The publication of research 
bulletins, and other work of the professional accounting associations, has done 
much to establish reliable standards of accounting practice. Such standards 
permit the use of alternative practices or conventions, particularly in varying 
types of business activities. For example, there are several acceptable methods 
of depreciation accounting, expense allocation and inventory pricing. At the 
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20li Application of Generally Accepted Accounting Principles and Practices (Continued) 

same time there are generally accepted rules regarding accounting practices, the 
violation of which is not condoned by the accpuhting profession* Because of the 
alternative practices which rhay be followed in adhering to generally acceptable 
accounting principles, the accotinting principles and practices of a particular con- 
tractor shali be measured ill the light of the aggregate body of generally accept- 
able principles and not on the basis' of rigid formiil^e. Consideration shall be 
given to whether or not the principles or practices followed in the contractor's 
accounting system are: 

(a) Recognized and endorsed by the accounting profession, 

(b) Commonly used by the business community, 

(c) Consistently applied, 

(d) Such that will provide reasonable assurance of equitable results to both the 
contractor and the Government, and 

(e) Approved by the contractor's public accounting firm. 
205 Acceptable Accounting System 

" The accounting system of a contractor shall be regarded as acceptable if adequate 
accounting records, documents and other evidence are maintained to the extent and 
in such detail as will properly reflect all costs, direct and indirect, for which 
reimbursement is claimed under the provisions of a contract, or which may be used 
as a basis for price negotiations or price revisions. In the case of cost reim- 
bursement type contracts such records are the basis of reimbursement by the Gov- 
ernment. An acceptable accounting system shall include the following requirements: 

(a) The system shall be based on generally accepted and sound accounting practices 
consistently applied. 

(b) The system shall be suitable for the contractor's type of operations. 

(c) The methods employed shall be productive of reasonably accurate costs by 
contract. This does riot mean "actual" costs to the exclusion of acceptable 
standard cost systems, nor does it imply Job order costs to the restriction 
of process, parts and assembly costs accumulated on a production program 
basis . 

(d) It is desirable that the cost system be controlled by the general books of 
account. However, a statistical type cost system giving actual costs, which 
is tied into primary records, but not controlled by the general ledger, will 
also generally be acceptable. 

(e) The cost system shall readily lend itself to selective auditing procedures. 

A standard cost accounting system, that is, a cost system making use of standard 
or normal rates for manufacturing costs as a means of management control, is 
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Acceptable Accounting System (Continued) 

Acceptable for cost determination under Grovernment contracts, if the variations from 
actual costs are restored properly so that in ihe end the costs chargeable to a con- 
tract will stand ujion the basis of the actual costs as described in paragraph (c) 
above. 

The devising and establishment of a contractor's accounting system is a management 
responsibility. Although theriB may be as many different cost accoiinting systems, as 
there are contractors, the majority are based on either the job-order or process 
methods, either of which may be with or without standards. Individual accounting 
systems, will vary as to the elements of costs cpvered, whether such costs are 
treated as direct or indirect, aiiid the method ^of allocation employed. In some 
cases, the method may be such that the cost of performance of a contract as a whole 
is determined, r^ither than the cost of indivud.ual completed units of production. 
In establishing . a cost accounting sy3tem, management is guided by the needs of the 
business, the extent of accuracy and exactness required and economy of operations... 

In determining the acceptability of a contractor's accounting system the Government 
may review it. Where such review establishes that the system of accounts and the 
method of cost accounting employed is compatible with the principles and standards 
set forth in this Statement and the costs properly allocable to a contract are 
reasonably ascertainable therefrom, the cognizant audit agency shall approve the 
accounting system and thereafter the results of consistent application of that sys- 
tem shall be accepted by all military agencies. However, this shall not preclude 
the contractor from making changes in its system, provided such changes conform to 
generally accepted accounting principles and practices, and notice of the change is 
given to the cognizant audit agency. 

General Policy for Direct and Indirect Costs 

An acceptable method of cost jaccounting shall provide for proper identification of 
direct and indirect costs applicable to a contract, in accordance with generally 
accepted accounting principles and practices. 

Direct cost elements, usually but not limited to items of material and labor, are 
any items of cost (or the aggregate thereof) which may be identified specifically 
with a product, service, program, function, or project on a consistent and logical 
basis. 

Indirect costs, in contrast, are any other items of cost (or the aggregate thereof) 
which cannot be economically associated specifically with a particular contract or 
order, or which are not obviously traceable to a unit of output or a segment of 
business operations, such as a product, service, program, function, or project, 
and therefore are allocated or apportioned to a product or other objective on a 
fair method of distribution. 

A cost may be direct with respect to some specific service or function which in 
itself is indirect with respect to the end product, service, program, function, 
or project. The distinction between direct and indirect costs is sometimes arbi- 
trary or is based upon convenience and cost accounting simplicity. In the interest 
of economical accounting the contractor shall not be required to extend the prac- 
tice of direct costing to itiSms treated as indirect cost if the method used does 
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206 General Policy for Direct and Indirect Costs (Continued) 

not sacrifice reasonable accuracy in overall cost charged either on a direct or in- 
direct basis . Consistency of treatment of similar cost elements as between direct 
and indirect is of fundamental importance in actual practice. 

207 Composition of Overhead Pools 

(a) Indirect costs (or overhead expenses) as used in this Statement, generally fall 
within but are not limited to, the following general groups of indirect ex- 
penses: 

(1) Manufacturing and production expenses which are incurred in fabricating 
the article or service rendered and -rfiich are not considered as direct 
charges, 

(2) Selling and distribution expenses incurred in marketing and distributing 
the contractor's products, 

(3) Engineering expenses, to the extent not included in (1) and (2) above, 

{h) General and administrative expenses incurred in the overall management, 
supervision, and conduct of the business, and 

(5) Other categories of indirect costs which may be accumulated by burden 
centers, cost centers or departmental centers either within the above 
general groups or in newly established categories, where appropriate, 
such as material overhead, research and development overhead, etc. 

(b) In determining the acceptability of overhead pools employed, consideration 
shall be given to the following: 

(1) Natural grouping df machines, methods, processes, or operations; 

(2) Identification with management responsibility for the control unit; 

(3) Common characteristics of individual cost elements; 
{k) Degree of accuracy required; 

(5) Simplicity of cost accounting; and 

(6) Econony of operation. 

208 Methods of Allocation of Indirect Costs 

A method of allocation of indirect costs or e35)enses chosen by the contractor shall 
be acceptable if it is in accord with generally accepted accounting principles and 
practices, provides uniformity of treatment for like cost elements, and is consis- 
tently applied. Once the accounting system of the contractor has been reviewed 
; and approved as provided in paragraph 205, the resultis of consistent application of 
that system, with respect to individual cost elements or groups of indirect costs, 
shall be accepted if the costs are reasonably determined under the provisions of 



Revised 

SIA Draft of Proposed Comprehensive Set of Cost Principles - Page 10 - February 10, 1958 

208 Methods of Allocation of Indirect Costs (Continued) 

paragraph 203 and their allocation is in accordance with the system accepted or 
approved* 

The base period for allocation of overhead is the period during which such costs are 
incurred and accunialated for distribution tp work performed in that period. Any 
period that is consistent with the cbntraGtor's established practice and furnishes 
an equitable basis for the determination of an overhead rate may be used. 

209 Application of Cost Principles to Methods of Determining Costs in Contract Pricing 

The Cost Principles set forth in Part 2 shall apply to any method of determining 
costs for pricing and repricing activities,, wlfess p^^ qualified by this 

Statement or by specific contractual prpvisidh. Sttch methods include the use of 
historical (or actual) costs, standard costs, and cost estimates or combinations 
thereof, whichever is appropriate for the specific type of procurement action. 
(Siee Paragraphs 210 and 211.) 



210 Use of Historical Costs in Contract Pricing 

Historical (or actual) costs incurred in the base period are sometimes required to 
be used as a. guide, when appropriate, in redetermining prices, establishing escala- 
tion and incentive targets, and in termination settlements. 

"Where standard costs are in use, they are acceptable for the determination of his- 
torical costs, provided appropriate adjustment is made in costs for variances be- 
tween standard and actual costs. 

211 Acceptability of Cost Estimates in Contrace Pricing 

In general, cost estimates may be used as a guide, in the absence of other valid and 
adequate pricing criteria in establishing prices, targets, ceilings, hourly rates 
for labor, and overhead ej$)enses, in precontract negotiations, in forward price 
negotiations and price revisions during the course of contract performance, and in 
the negotiation of contract changes. 

Wh^n cost estimates are used, exactness is not attainable and specific methods 
which could be applied by a given contractor in all circumstances cannot be delin- 
eated. The methods of cost estimating used by a contractor will, of necessity, 
be related to or influenced by (i) the contractor's method of cost accounting, 

(ii) the complexity and magnitude of the produ^ct or service under consideration, 

(iii) the economic aspects of the particular industry involved such as the divers- 
ity of the product from the types of products usually produced, (iv) the frequency 
of cost and price quotations, or (v) other special features not normally encount- 
ered. Accordingly, cost esti^mating methods which may be acceptable to one con- 
tractor may_be inadequate or inaccurate for another. Therefore, skill and Judgment 
are required in evaluating the methods of cost estimating. 

Where standard costs are available they may be used in cost estimates for contract 
pricing. 1/Jherever standard costs are used in estimating, appropriate adjustment 
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211 Acceptability of Cogt Estiinates in Contract Pricing (Continued) 
will be included for anticipated variances. 

Historical cost data, when used for estimating C9sts, shall be reviewed for changed 
or changing conditions that would result in a difference between past costs and 
future costs* 
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Part 3 - Application of Cost Principles to 
Cost Reimbursement Type Contracts 

300 Scope of Part 

This Part sets forth applications of the general cost principles and standards estab- 
lished in^art 2 of this Statement in connectioii with the determination of costs 
under cost reimbursement type contracts., It is inqSractical and unnecessary to cover 
every element of cost or evei^y possible situation that inight arise in a particular 
case, in areas where this Part does not furnish specific guid^ce, the philosophy 
expressed or iiT5)lied in the principles and standards coiT5)rising Part 2 of this 
Statement and the treatment of similar or related items in this Part, shall be 
followed. 

301 Use of Historical Costs in Contract Pricing - Cost Reimbursement Type Contracts 

Historical or actual costs shall be used in the following situations under cost 
reimbursement type contracts: 

(a) Determination of costs incurred subject to reimbursement, 

(b) Negotiation of final overhead rates, 

(c) Determination of costs incurred subject to reimbursement under cost type por- 
tion of time and materials contracts, and 

(d) Under contract termination settlements. 

302 Use of Cost Estimates in Contract Pricing - Cost Reimbursement Type Contracts 

Cost estimates may be used, where other valid and adequate pricing criteria are not 
available, in the following situations \ander cost reimburseiment type contracts: 

(a) Initial estimates as a basis for negotiation of fixed fees, 

(b) Establishment of provisional overhead rates to be used as tentative rates 
established for interim billing purposes pending negotiation of final over- 
head rates, 

(c) Negotiation of maximum cost limitations, and 

(d) Negotiation of contract changes affecting contract consideration. 

303 Costs Allowable 



All direct costs, as defined in paragraph 502, are allowable. All other normal and 
true costs of doing business shall be allowable, irrespective of irtiether the par- 
ticular costs are treated as direct or indirect, subject to the normal tests of (i) 
reasonableness as to amount and (ii) allocabllity as defined in Part 2 of this 
Statement. Such costs include those paid or accrued in the overall operation of 
the business as well as those specif ically attributable to the performance of the 
contract. 
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V. 

303 Costs Allowable (Continued) 

Examples of allowable cost items are listed below: 

(a) Advertising, 




(b) Bidding expenses 

(c) Civil Defense costs 

(d) Compensation for personal services 

(f) Corporate business expenses - i.e. stockholders* meetings, financial reports, 
directors' fees and expenses, etc. 

(g) Depreciation and amortization 

(h) Employee morale, health and welfare costs 

(i) EnteTtainment cost s 
( Excess faci? '^^"^ T^Off^*^ 
(kl ^Food and dormitory service costs 
(1) Fringe benefits 
(m) Insurance and indemnification 
( n) Interes t onlfa orrowin^s , except bond discoimts 

ISFor^relations 
(p) Maintenance and repairs 
(q) Overtime premium 
(r) Patent costs 
(s) Plant protection costs 
(t) Plant restoration and reconversion costs 
(u) Precontract costs 

(v) Professional services costs - legal, accounting, engineering and other 
(w) Recruiting expenses 
(x) Rental of plant and equipment 
(y) Research and development expenses 

(z) Royalties and other costs for use of patents, copyrights and proprietary 

information 
(aa) Service and warranty costs 
(bb) Severance pay 
(cc) Shift differentials 
(dd) Special tooling costs 
(ee) Taxes 

(ff) Trade, business, technical and prof essional activity costs 
(gg) Training and educational costs 
(hh) Transportation costs 
(ii) Travel costs. 

The omission of any item in the above listing is not indicative that such item shall 
be Tinallowable. In such instances, the principles and standards set forth elsewhere 
in this Statement shall govern. 

30li Costs Unallowable 



The necessity for incurring a specific cost is a question of management judgment. 
An item of cost shall not be iinallQwable per se except for the items listed below 
which constitute a distribution of profits, are considered to be contrary to 
public policy, or may not be properly allocable to Government contracts. Elements 
of cost shall not be unallowable because they are incurred by some contractors 
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30I1 Costs Unallo'wable (Continued) 
and not by others • 

Unallowable costs, unless the contract specifically provides otherwise, are: 

Commissions or contingent fees (under "vdiatever name) in connection with obtain- 
ing or negotiating for a Government contrapt^ excepting commissions necessary 
tp maintain representatives in the field ip eiqjediie aiid service Government 
contracts, or boha fide employees or bona fide established commercial or sell- 
ing agencies maintained by the contractor for the purpose of securing business. 

Fines and penalties, resulting from violations of, or failure of contractor to 
corrqply with Federal, State, and local laws and regulations, except when incurred 
as a result of Qompliance with specific provisions of the contract, or instruc- 
tions in writing of the contracting official. 

Bad debts and reserves for such debts of a purely commercial nature. 
Federal taxes on income and excess profits. 
Dividend payments. 
Bond discounts. 

Losses and gains from sales or exchanges of capital assets including invest- 
ments, and 

Premiums for insurance on the lives of directors, officers, proprietors or 
other persons, where the contractor is the beneficiary directly or indirectly. 
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(c) 
(d) 
(e) 
(f) 
(g) 



(h) 
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Part h - Application of Cost Principles to Negotiated 
Fixed Price Type Contracts 

1100 Scope of Part 

This Part sets forth applications of the general cost principles and standards es- 
tiablished in Part 2 of this Statement, for the g;ui dance of Government and contractor 
personnel, in connection ifdth the preparation, ireview, analysis, and evaluation of 
cost data relative to the negotia;tiori and administration of fixed price type con- 
tracts. This Part is not applicable to contracts where cost data are not a factor 
in establishing firm fixed prices as set forth in paragraph 103 of this Statement. 

1101 Use of Historical Costs in Contract Pricing - Fixed Price Type Contracts 

Historical (or actual) costs incurred in the base period set forth in the contract 
may be used as a guide in price negotiations under fixed price type contracts in the 
following situations; 

(a) Under fixed price contracts with retroactive price redetermination provisions: 

( 1 ) Negotiation of fixed prices . 

(2) In combination with cost estimates, in the negotiation of prospective 
prices. 

(b) Under incentive type contracts: 

(1) In combination with cost estimates, to negotiate firm target costs and 
target prices, including those cases where the targets are set or revised 
during the course of the contract, and 

(2) Determination of final prices. 

(c) Under fixed price contracts with escalation provisions, to the extent necessary. 

(d) Under contract termination settlements. 

Use of Cost Estimates in Contract Pricing - Fixed Price Type Contracts 

Cost estimates may be used in the following situations under fixed price type 
contracts: 

(a) Negotiation of fixed prices. (See paragraph 103) 

(b) Under fixed price contracts with redetermination provisions: 




(1) Negotiation of tentative initial prices. 



(2) Negotiation of firm revised prices on a forward-basis during contract 
performance, and 
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1402 Use of Cost Estimates in Contract Pricing - Fixed Price Type Contracts (Continued) 
(b) 

(3) In combination with historical costs incurred in the base period in arriv- 
ing at .firm revised prices during contract performance for both retroactive 
and prospective application. 

(c) Under incentive type contracts: 

(1) Establishment of billing prices for use until target prices are negotiated, 
and 

(2) Negotiation of target costs and target prices, sometimes in combination 
■with historical costs. 

(d) Under time and materials contracts: 
(1) Negotiation of hourly labor rates for labor, overhead expenses^ and profit. 

(e) Under all the above types of contracts for negotiation of: 

(1) Contract price ceilings, and 

(2) Contract changes affecting the contract consideration. 
Ii03 Use of Costs in Pricing Negotiations 

When costs are used as a factor in the negotiation of prices under fixed price type 
contracts, the following listed items shall not ordinarily be considered since they 
constitute a distribution of profits, are considered to be contrary to public policy, 
or may not be properly allocable to Government contracts. 

(a) Commissions or contingent fees (under i*i$itever name) in connection with obtain- 
ing or negotiating for a Government contract, excepting commissions necessary 
to maintain representatives in the field to expedite and service Government 
contracts, or bona jfide employees or bona fide established commercial or sell- 
ing agencies miaintained by the contractor for the purpose of securing bxisiness. 

(b) Fines and penalties, resulting from violations of, or failure of contractor to 
comply with Federal, State, and local laws and regulations, except when in- 
cTirred as a result of compliance with specific provisions of the contract, or 
instructions in writing of the contracting official, 

(c) Bad debts and reserves for such bad debts of a purely commercial nature, 

(d) Federal taxes on income and excess profits, 

(e) Dividend payments > 

(f ) Bond discounts 

(g) Losses and gains from sales or exchanges of capital assets including invest- 
ments, and 
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li03 Use of Costs in Pricing Negotiations (Continued) ' , 

(h) Prendums for insurance on the lives of directors, officers, proprietors or 

other persons, where the contractor is' the beneficiary directly or indirectly. 
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Part 5 - Cost Interpretations 

3 Scope of Part 

This Part deals with the application of the ba^ic cost principles and standards set 
forth in Parts 1 to li, inclusive, to specific accotihtlng methods and individual 
items of cost. 

L Purpose 

The cost interpretations contained in this Part are intended to provide detailed 
information and uniform guidance to Government arid cpntrjaqtor personnel responsible 
for the exercise of Judgment in the evaluation of the contractor's accounting system, 
cost estimates and prices or determination of costs, asi the case may be, in the light 
of the applicable cost iprlnciples and standards set forth in Parts 1 to h inclusive. 
They are also intended to assist in the promotion of fairness in price negotiations and 
price determinations. 

These interpretations are not intended to provide factual methods of measurement 
for either the precise or formula determination of costs applicable to a contract, 
nor are they, intended to preclude consideration by Government representatives and 
contractors of the specific facts or circumstances in a particular contract or 
negotiation. 

In no case shall these cost interpretations be so applied as to result in a devia- 
tion from the basic principles and standairds set forth in Part 2 of this Statements 

»2 Direct Costs 

Under the provisions of Paragraph 206, direct costs would include the following: 

(a) Material - The cost of direct material is the cost of all items purchased, sup- 
plied, manufactured or fabricated, fpr the performance of the contract and may 
include collatei^al items of expense such as inbound transportation, intransit 
insurance, etc. In coii?)uting material cost, consideration shall be given to 
reasonable losses normally, encountered including overrt^ spoilage, and defec- 
tive work. Withdrawals from a contractor's stock shall be charged in accord- 
ance with the cost system used by ithe contractor, provided such system is in 
accordance with generally accepted accounting principles and practices and is 
consistently followed. Reasonable charges or credits arising from differences 
disclosed by periodic physical inventories or by obsolescence shall be taken 
into conssideration in arriving at the cost of performance of the contract, 
whether treated as a direct or indirect cost. The cost of materials shall be 
suitably adjusted for applicable portions of such allowances as trade dis- 
cpunts, refunds, and rebates; and credits taken by the contractor, such as 
(1) credit for any materials returned to stock or tp vendors, and (2) credit 
for the value of scrap and salvage. Subh allowances and credits may be ap- 
plied directly to the charges for material involved or may be allocated as 
credits to indirect costs. 

Where a contractor has an established method for pricing sales or transfers 
of materials, services and supplies between plants, divisions, or organiza- 
tions, under a common control, or the item is regularly manufactured and 
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$02 Direct Costs (Continued) 

(a) Material (Continued) 

sold commercially in the regular course of its business, the item may be stated 
' at a price Khich does not exceed the lower of (i) the transferor's price cus- 
tomarily charged to its moBt favored customer for the same item or service in 
- like quantity or (ii) the price charged by other suppliers for items or serv- 
ices of like quantity and quality. All other sales or transfers between such 
plants, divisions or organizations shall be stated on the basis of total cost 
to the transferor. 

(b) Labor - The cost of direct labor includes salaries and wages properly charg- 
able directly to the performance of the contract* It may also include other 
as30ciated costs such as payroll taxes, wprkmeh's cbmpensation insurance, and 
other fringe benefits _such as bonus6s, shift diffeiN^ntial^ and premium payments, 
where it is the established practice of the contractor to treat these items as 

a part of direct labor costs. Gener?tlly, the salaries and wages shall be 
charged at the actual ratfes paid by the contractor. If it is the contractor's 
established accounting piractice to make such charges on the basis of average 
or standard rates, this practice will be acceptable unless it is demonstrated 
^ that it will produce unreasonable results. 

^ (c) Other Direct Costs - In some instances, items ordinarily charged as indirect 
costs may be treated as direct posts, either because of contract provisions 
or because of the normal operations of the contractor's accounting system, 
provided the cost of such items applicable to other work of the contractor 
shall be eliminated from indirect- costs allocated to the contract. Examples 
are traveling and relocating expenses, engineering and design expenses, out- 
ward freight and transportation, manufacturing royalties and license fees, 
special costs of rearranging plani facilities and preparation costs. 

The same types and classes of costs shall be treated as direct charges or as 
overhead uniformly throughput the entire performance of the contract. Excep- 
tions may be made in cases in which changes in operational conditions require 
or justify changed treatment of certain costs, or improved and refined methods 
of cost determination have been adbpteii which make possible the treatment of 
certain types of cost as direct charges which were formerly included in 
overhead. 

503 Indirect Costs 

Indirect costs are defined in Part 2 of this Statement. (See paragraphs 206 and 
207). Typical application of the principles outlined therein are contained in the 
following: 

(a) Indirect Manufacturing and Production Expenses - Indirect manufacturing and 
production expenses consist of items of cost which are incurred in the pro- 
ductive process and are nbt readily subject to treatment as direct costs. 

(b) Indirect Engineering Expenses - Indirect engineering expenses include such 
items of cost as engineering salaries and wages, including supervision, and 
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503 Indirect Costs (Continued) 

(b) Indirect Engineering Expenses (Continued) 

administration, drafting supplies, and other similar items relating to the 
engineering function which are not readily sub;5ect to treatment as direct costs. 
En&neering activities from which indirect engineering expenses may arise may 
include such items as product design, tool dfesign, experimental development, 
manufacturing and production development, layout of production line; determx- 
nation of machine methods, and related blue printing and drafting. To the ex- 
tent that engineering costs can be readily identified with a particular activ- 
ity, such as production, facilities, and research and development, they may 
be charged to that activity. 

(c) Indirect Se lling and Distribution Expenses - The expenses in this group consist 
of items which repres ent the cost of marketing and distributing the contractor's 
products and may include siach items as contract or order administration, nego- 
tiation, liaison between (Jovernment representatives and the contractor's per- 
sonnel, advertising, distribution costs, and other like services. They also 
include salesmen's or agents' condensation, fees,, commissions, percentages, 
or brokerage fees, which are contingent upon the award of contracts when they 
are paid to bona fide employees or bona fide established selling agencies 
maintained by the contractor for the purpose of securing business. 

(d) Indirect Ge neral and Administrative Expenses - General and administrative ex- 
penses consist of items of cost incurred in the overall management, super- 
vision, and conduct of the business, 

(e) Other Categories of Indirect Costs - These include such categories as material 
overhead, research and development overhead, etc. 

50lj Methods of Allocation of Indirect Costs 

The method of allocation of indirect costs must be based on the particular circum- 
stances involved. The objective shall be the selection of a method or methods 
which will distribute the indirect costs in a fair and equitable manner. The method 
used shall, in order to be acceptable, conform with generally accepted accounting 
principles and practices, and be applied consistently. 

No definite rules can be stated regarding the allocation of indirect costs because 
the nature of the particular operations and the actual conditions in each instance 
may influence the determination of a suitable method or methods to be employed. 
In the selection of the particular method or methods of allocation, special con- 
sideration shall be given by the contractor to any unusual factors \A)±ch may re- 
quire special treatment. All pertinent factors shall be reviewed from time to 
time especially if and ^en there is a change in the method of operation or in 
the nature or volume of production, to determine whether the existing system of 
allocating indirect costs should be continued. As stated in paragraph 205 of this 
Statement, if the Government has approved or accepted the contractor's accounting 
system, the results of consistent application of that system shall be accepted 
unless changes in circumstances warrant reconsideration. 
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Methods of Allocation of Indirect Costs (Continued) • 

The basis selected for pro-rating overhead in a particular department, burden center 
or plant shall be used for all contraGts (including fixed price and other work), per-* 
formed within such department, burden center, or plant. The basis selected shall 
not be modified or changed after it has been accepted for previous fiscal perios 
unless it is found to be inadequate because of major changes in operating conditions 
or unless in^jroyed methods of cost deteriiiination have been developed. 

(a) Allocation of Indirect Manufacturing and Production Expenses - Among the accept- 
able ba,ses, in appropriate circuftstances, for allocating indirect manufacturing 
expenses are direct labor costs, direct labor hours, machine hours, units pro- 
cessed, and direct material costs, any one or a combination of which may be 
applied to an entire plant or to its departments or other subdivisions for a 
representative period. In more complex manufacturing plants, it may be appro- 
priate to departmentalize the plant for purposes of accounting for manufactur- 
ing expenses when any given type of productibn is concentrated in departments 
having a much higher or lower expense rate than the average. Expense depart- 
mentalization may also be desirable in larger and more con^jlex plants for pur- 
poses of expense budgeting and control by the responsible foremen, regardless 
of the need for a more refined methdd of expense allocation to contracts or 
products. When manufacturing expenses are departmentalized, it may be per- 
missable to charge expenses of service departments (such as industrial rela- 
tions, legal, accounting, building maintenance, etc.) to the productive 
departments on appropriate basfes before allocating the respective productive 
-department expenses to products (or parts thereof J or to contracts or job 
orders for products. Appropriate bases include floor space, number of em- 
ployees, dollar Value of output-, number of direct labor employees, etc., de- 
pending upon the item being allocated. 

(b) Allocation of Indirect Ent^ ineering Expenses - Among the acceptable bases in 

SSf LJf-r*^- aUocating indirect engineering ex^eLes''^o ?he 

benefited activities, i.e. contract and other work of the contraSor! are di- 
rect engineering man-hours expended, direct engineering labor dolllJs or s^me 
other equitable basis. In appropriate cases, it may bl desirable S decLt! 
^ntalize engineering activities (such as production, faciSSes! and ?eSa;ch 
• and development) and segregate the engineering expenses accordinky? Iny re- 
joining amount which cannot be charged directly to these departS shSJlS 
be allocated to the benefited activities as indicated abovef 

Allocation of Selling and Distribution v^.n... , Selling and distribution 
expenses are aiiocabie to the con tractor's Gover nment bufinessf ?o ^he eSent 



d) 



Allocation of Indirect G eneral and Adminis trative Exoensea - Amnn» +>,o * 
able bases, depending upon the circumstancp.» off? f^ - accept- 
istrative expenses are proceslint c^?s ^Sr^r? iS '^?''! ^^"^^^^ 
other factor^ productioS cosTs'^IcSs'^ve^'JX 

costs (processing costs plus direct material) costroftonH^ ? ? 
Of sales, sales, or any other basis ^^llTo^lll'U^^^^^ 
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565 Application of Cost Principles and Standards to Typical Items of Costs 

(Reserved) 



/ ■ 



• 




We, In the Governinent, have traditionally indicated tha^^ 
costs are tmallowable, except that they have been allowed in the past 
m termination settlements. We have had this policy on the theory that 
a contractor's profit is for the u tilization of his asbe tsji^ents 
t^v^rd^^^^r^^ • 

assets out of his own ownership and capital, then it. seems to me appropriate 
that the contractor retains all of the profit to himself. If, bn the 
other hand, the contractor chooses to Share the supply of assets by only 
having a partial investment, with others contributi«^;^to the investment in 
the form of a loan of capital , then it . seems only fair to me that, such a . 
contractor should recognize that the price he has received for the use o^ 
the assets must be shared by him with his other partners in the performance, 
namely, the people who have loaned him the money. 



/ r 



Genera ^ """^ " '"^^ W6o (p,,, ,3, ^ 

of cost IVrJ ?f "Mllowabllltr i, f f"^^"* olrcnmstannJ! *o travji 

, ,SaaU2HaSia_cost3 t. ' "h-" allowed, 

X'^^n^^^ o??,e°L^ t°e ^« or con „M . 

the coat ,n„ ''^ "a" Sao. IV ^VLl ?? ""ata at all- , ~ oost which were unal- 

fa«ncTifT,;! '^J not he ail»ab\=\'eof„.T''~»W» oo^if •' "„^^«?a and c^^in- 

3,,. unallowahle under ^^'\A\\T^'-^:^:^^^^^^^^^^^ 

»di:^f^SlS£~^"«^^^ -0^ 

ftoduot de^iX" ' allwaw"?; nf^*' °^ P^^a reSa^l^'V- General 

— contrarfarT^lVfli-:- --HM^M^^^^^^^ 

-tractor h«^ 

•' * """"able perepfcM^f- "^^or present, ?t iHl ""l 
1. "Cost" Item . " order to place 

«a pro^flo'f fo7^^*=^i-a-rJost"f?n thf ""allowable Iten,, . 

--ses, and .e'^^rtea^r-^.^-SesI-- btrr'S: 

Organization organization 

costs iiiiiM°ri^ II] 1,1 1^ 

oosts, tharall J' last of Jh""*! =tock opWon 2^?*°°' donations 

r[ I I ~ ?7l7l|i1ri I 1] I,, I,, 



Costs en«o-i^ , " -^'^-tAowaoie , """J 

five II 7 r , ^ ^ ^'^'"1 ' T In I 

•tacinty, losses on 
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other contracts, and reconversion costs. 

■ ' . ^* Cost (j-tflfll.-^nuf,H o^Tnin l -itntl iii. 1 

disposition of plant, equipm ent or other capitJi"^ "'^? ' ^^^^ losses on 

of the difficulties of relating such Drlf??« '^^^ considered because 

perfonnance. There are several' re:LSrwty^:cV.°rom*° ^^^^^^ ^'^^^^-^ 
of which are related to a contract. ^ ^ profits or losses emerge, not all 

Costs ITnfl llovahTA Tfadar Cirmi f 

which are unallowable under specif lerf Pn„Hr+ • w "^^^^ "in® cost items 
as specifically covered in trcont.lcr e ^ ^^l^^^L 

are unallowable because thev raTfl+« it* °^®r*iiae and shift premiums 0+>,«.= 

CONCLUSIONS 

o5ri.rrSi,:i-: p:i1t«" -^or a„ l.p.ove„,nt over " 

allowable uhloh the new prlnolclea al w ""^ "™ pre-rtmisly un- 

norml business =c3ts, A iSaU«ab"! ^hlufrbTiir^jr''- ^^talnly'^otter 
falliire to recognize that some coat iti-f ? allowable. Also, there Is a 

to subcontractors If not toTrime coiStJ^ctir;!-' ^'^'^ ^""^^ ^""^"a 

apoprU?:r,fro"ff';a^t1c'uSr:::^^^^ of aUocabmt^ L the 

to be unallowable the prlnclpl,a".e% t^ '^'fZ^^'l^'l'^^, S^lbuC 

solved \\ a^pM^^'tX^'lJe'r J^r" ""^1'- the, 

affecting the allow^blUt? of costfln , * fo-lfllot between the factors 

the f^ragraphs devoted to Indlrtdufl coft it "'^^^ ^P"*"" Provisions of 
to fixed-price contracts bv mlStr^ TJ^ f*""f " application of the prlnclole, 
existed before win resJlt ifii. 7 '^apartment personnel where none offlof.??,'^ 

while the contract :h™L prJ~rS''Se":L\r^*'?.""« one s^t of crUaMa 
the Board of Contract AppealfSjfL a 10?^:^." """able to ,xp:ct ttat 
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CONGRESS OF THE UNITED STATES 
HOUSE OF REPRESENTATIVES 
Subcommittee on Manpower Utilization 
of the 

Committee on Post Office and Civil Service 



January 20, I96O 



Honorable Thomas S. Gates, Jr. 
Secretary of Defense 
U. S. Department of Defense " 
Washington 25, D. C. 



Dear Mr. Secretary: 



In December I936, as Chairman of the Manpower Utilization 
Subcommittee, I wrote to your predecessor, the Honorable Charles E. 
Wilson, concerning the need for immediate action to curb the exces- 
sive use of tax money for advertising and other costs incidental 
to the recruiting of engineers and scientists by Defense contractors. 
For your information I have attached a copy of that letter. 

At that time I requested a report on the actions the Defense 
Department was taking in this area. Included in the infonnation 
that your Department submitted to the Subcommittee is an analysis 
by the Military Services of recruiting costs of a sanrple of Defense 
contractors. The data from the Department of Navy was printed 
which showed some rather excessive recruiting costs. A copy of this 
report is enclosed. /Personnel Procurement Costs of Selected Navy 
Department Contractors for Recruitment of Engineering and Technical 
Personnel, Committee on Post Office and Civil Service, House of Repre- 
sentatives, Eighty-Fifth Congress, First Session^ ^ 

Your Assistant Secretary for Supply and Logistics, the Honor- 
able Perkins McGulre, has also provided the Subcommittee with a 
Department of Defense Instruction No. IH05.I».9, dated April 8 I958 
and Amed Services Procurement Regulation No. 50, dated November 2,' 
1959, both of which relate to some degree to recruiting costs. 

In both of the above documents the Subcommittee has noted the 
absence of quantitative standards to govern the allowability of re- 
cruiting costs by Defense contractors. Instead, we have noted the 
use of the term, reasonableness" in allowing or disallowing such 
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Hon. Thomas Gates, Jrv 
January 20, I96O 
Page 2 



The Subcommittee feels It both necessary and timely to have 
a more recent report on the effectiveness of your policies and the 
administration of the criteria in adjudging recruitment expenditures 
by Defense contractors. It is therefore requested by the Manpower 
Utilization Subcommittee that the Department of Defense provide the 
Subcommittee with a report on recruiting costs of scientists and 
engineers for the fiscal year 1959 of a sacrple of Defense contractors. 
The report should be in accord with the attached set of instructions 
and format and submitted in duplicate on or before May 3I, 1960. 

With best wishes, I am 



Sincerely yours, 

(SIGNED) 
James C. Davis, Chairman 



Enclosures 



COPY 

Deceaiber Ik, 1956 



^norable Charles E. Wilson 
•me Secretaiy of Defense 
Washington 25, D. c. 

W dear Secretary: 



need for l»me^\S'fSlon'S"f^f tT^^^ ^« re«^slzed'the 

costs Of rec^tiS"2d^n^^ adverUslng being used, as 

and sclentlsts;^e^to Liff ""^^^^ salaries b^S of^eSf/^ 

These have sroinl!^Te2^''^l\t^ transcended normal «f re2SSif°^ engineers 

defense contacts. ^ «^ govern»ent f,X SS?«?giaSr^'^'- 



Sincerely yours, 

Jaines C. Davis, Chairman 
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\ M*™™ OTIIJZATION SUBCOtlMlTO ^ January i960 

OF 

, HOUSE POST OWIOE Am OIVII, SERVICE cOMMiraa; 




sa^. o. I^.,„a, contractors. x.= report a.o„xa .e ^ th„. parts - 
vrU. co«ractors, unOer .r^, pr^ ^^^^ ^ ^^^^ 

contractors under Air Force Th* ^ 

r force. same contractor should not be listed 

by more than one militaiy service. 

Personnel nr.v^>..>. t^,, . 

, ^^ "^ "^^^^^^ *° P^fessionalJy qualified 
e:.^_ a. sc...sts. ^ report U r.str.ctea to e^icyees occ,^., 
...«ons tUt re^u^e en^er..« or sCe... ...es or t. e^er^ej 

Which is the equivalent Of a degree. 

III. Personnel R^^r„^^■.^r»^ n^.^^ ^^^^^^ 
(a). Help-wanted advertising. 

, ■ ''SJJa^ ofTo^L^-r^r^SS^^^^^ 

(d) ^avel expenses Of nev applicants. 

(e) Moving expenses Of nev employees. 

(f) Other recmting costs includes such items as: 

1. Fees paid employment agencies, 

J: SroSi*^* ^"^^'^^ employees 
3. Any other expenses not otherwise re^ortfS;. 
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IV. The Saiiiple of Defense Contractors should meet the following criteria: 

(a) For each Service a minimum of 25 different companies. 

(b) The contractor's volume of Government business represents 

\ at least 20 per cent of the total company sales for the. year, 

(c) The sauiple from each Service should include a minimim of 

10 companies whose volume of sales to the Federal Government 
• represent 51 per cent or greater of total yearly sales. 

(d) Where possible the sample should reflect contractors in 
research, development, production of hardware, and in 

. different geographic areas. 

V. The Format of the report shall be as attached. 
VI. The Report is to be in duplicate . 

VII. The Due Date of the report is on or before May 31, I960. 
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ccafRAflg COS? fTtnasiTtsai 



Tim tmimd fHxwUOm ■UX- *em' «,W 
««ntefw«ae:» .«o>^^ 1^ jAiX «m */«ei4i V^-: 

«^ «**«-^ a«wwMy i^Ji^ Mmx^ oi: tdr oM^rMosicaa yrl^s^^§ 



apadLCU aiAaMma iOsum east* mUX b» tannM tiiitibirl^ for «ll tTpoti 
of c«iit««et«« Pasrtimv tih« imw mtU* «U1 ajstdst Co^psi^csMni audi torn In 

¥IM pt^MB^LsKtittti of cost pribadLpl^ figi^ettbl* to all tgrp«s of ooeo* 
tUit«A oaaiMs^ lit (i^sl€t»S ^ toaUee aa ati»o«$>lH«« «f ^ftttal. -a^m^ 

13mi tN^aiiMi of !)«fi^« bM dltatgrs pvtmAhei «ad «s0d eent poia* 

tfon^nM Br» i«nBtiii^«tf for Vtm emmtdmem of tjs* O o y w f wataW tfe» 
^4«tp if Mfmt# ««t of ml» pfiofldpta tm^ lmn xusfttA fav V^ 

UcA 4^iadUMM th«a» M^tesU jprtneipiia^ and ::«qtdjPKa iSm m of oimi / 
8«i of c«2«« t» ^ii9r all sKuatiUttt In vh2«& Uig c<:^d«n^&j»i of ep«t« 
iM >ptwuy>i »K».-.. '■ ; 

7hi OMT n^OaUan ^vwil^ tba^ i^icn a]<9 eossddaradl la 
pti«lB«' dafl^^ ^tnet«»VtlM3r,^]^aSl aiA^aeM to th» ta^ of 
♦PBa tnwdhil < ft > *n *' I coat ta maoaabU 1^ tar lt« latow or It eto«« 

mi «Bnai 1^ vottH W izrarvdl V «a ofdinsriV pettSaiA pewen la 
th« eoa^i«t ttf «9BipatLtlT9 busiiwMr* g a w t ma iatliviitaaX tCL&u^ of coat 
2««« tna^tlecaaar not b«» a31o«ri 2a pviar^ ««Mt pritxiplaa^ 'Hsaac ia* 



U^.^ »l.t««,. , 



All together, theee three tjjea of coatraet. . alone account for 61* 

Of total progTM. - a rather .Izeahl. «. .. f<^,en MUion aollars. 

coat principle. «u he u«d rather estenalrely on these contract.. 

A. you taOT, the cost principles are Ittteaded to he used as a guide 

in connection with fl«d-prtce t^ contract. ««ne.er cost, are a factor 

m pricing. Pro tl»e to tl»e, ve need to conelder costs In connection 

«lth fla fl:ced-pnce contracts. These accounted for 39* of our program - 

««»tlng to nine hllllon dollar.. guestl^ate Is that ahout IC* 

Of this total viii feel the effect of cost principles, m together, then. 

the.e ne, regulation. vlU affect t« third, of our total procura^t program 

or a total Of .tout 15 hllllon douars. Their appucatlon to 
terminated contract. »lli. of course, add to the total effect. We ha« 
ahout 5.000 prim, contract te«ln.tlons a year having . face value 
as to the te»lnated portion of ahout 2 hllUon dollars, although actual 
temnatlon Claims pid run about 10* Of this figure, m addition, 
there are thousands of suhcontracts under these 5,000 primes that 
will he directly affected by the ne» cost principle.. 

we have many ca.es that go to the A.«d Service. Board of Contract Appeal, 
vhlch invoi™ the factor of cct.. »e Board viii have «.e for the.e new 
principle., particular^ In the area of ,l«d-prlce type contract.. 
For the past several years, the Board ha. had no guidelines whatacvor 
m this area and., hence, it created It. ovn rules and precedents. 
1 heueve that ..any of these precedents vlU be upset In the future. 



we are amo«. to get on «th the taek of puttl^ the ne» rules 

to the acid test. You will rac».ii » , . 

will recall that BeTlelon 50 of the taned Services 

Proc^re^nt Begulatlon (ASIH) was polished on 2 »o™*er 1955 

and that the »^tor. effective date for the cost prlhclplea was set as 

although It was stipulated that the. could he used pe^,i„^ 
JnpuhUcatlon. ~3 have al^ ^„ ^ ^ 

- new p^lpl.. oddl. enough, the first actual use of the new principles 
«at cs« to ^ personal attention Involved a half ^„ ^ 

ZTIT''^""""""-^"'- U^-Puuted 
that rel^hurse^^t would he In acco^ce with ..ctlon ^, ^ . ^ 

that T'"" " " ««P-nt r 

that additional policy guidelines wer. ^ 

necessary to allow for the «ore „rd«-ly 

appUoatlon of the principles B» .t„j< 

p inctpies. We studied ways to avoid the situation 

In which a particular contractoT. „r^i^ v 

^ »» <5«»tlng under two different sets 

or cost principle, at the sa»e tl.e. „e e:,lored the feaslhlllty of 

^ a general poUcy finding to the effect that, on the whole, 

« ^ no suhstantlal difference If the new principles were suhstltuted 

ttt tl°Z"*'" " nt contracts. ^ contended 

f le " "^"-"^ - - - 

Of operatliag under tvo dlffereafc seta of cost T,ri».-r.-> 

01 cost principles vould offset 

pLT t " ' ~-^-contract analysis In favor of a 

to c over each contractor across-the-hoard with respect to easting 
contract, and new contracts, at ao« convenient point In tl^ ^ 

™ch as the heginnlng Of the contractor's fiscal year. 
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You lAvyers can appreciate the problems ve had to overcome. 

If we could prove that the Government vas getting an even break, 

ve could proceed. But how could ve prove this without a contract-by-contract 

analysis? And how do we measure the Impact of the new principles 

down the subcoitract chain? The situation in which a particular concern 

is acting as a prime contractor and also as a subcontractor to another 

prlffle contractor ~ irtio probably has a different fiscal year — 

presented an almost insutnountable problem. We concluded that 

the conversion of contractors to a single set of cost principles would, 

for the most part, be impracticable. 

We have Just issued new guidelines to our people in this area. 
Much to the relief of our lawyers, we . concluded that existing cost-reimbursement 
^ type contracts should, in most instances, be costed out in accordance with the - 
cost principles incoi^^rated therein. We felt that, although it is probable 
that the differences in result between the old and new cost principles 
vould nort be substantial in most cases, an accurate appraisal of the 
differences in each case would, in most instances, require an unwarranted amount 
of time and effort on the part of both the Government and the contractor. 
We don' t actually forbid the amendment of existing cost-reimbursement type 
contracts. The door is open Just a crack to take care of clear cut situations 
not involving great administrative problems, where the amendment would not be 
to the disadvantage of the Government. Obviously, no such amendment 
could be made without the contractor's agreement. 
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•*» to aew oost-relabursei»>n<- * 
the n«, . , =<»tracts, ve to .tart, 

contacts a« ^ ^ '^e" m a eo.t«.tor.s 

ror t^ ^ -^IP^., «^ ,»ev oont»cta 

'or the u,. Of the o,^ P'l^lples, bat ^ . 

the Old prtadpiea for the period w <=««7 a provleo 

- - - Of the co^t^otor. f,3«i ^ of the eo.„et 

^ to the e^3t«tl« p„.Jl °" »^ 

- --«on t^t X ..t o.a.;:r7^-* ^ - =--0^ P.r.0.. 

- - - Of . . .«e oe.e. 

--P^noipzee « a ««.e „ .oon e! ™ - the i 

. — . to the e^ent thatTtT^ rr' ^ 
P'-lslon.. u^„,^ ^ ^UU^ «th a,, contractual • 

--«-t. ::t:r^;'------t.o. 

- «^«e. to .e the .e, prL JJf 
"o e^ent later thaa 1 " « " «o» a. p^ctlcahle, 

» *f Of the contract, o^t / ^ ^«"t 

- -te. out 1. acco^anc, «th the a^oTi^ °' 
~ - t- t^ Of te^inatlo. ^ 

I •»« «o.e into theee nev ««,ea„e. 1. 3o», . . 
— . «d their owioua .earing on the il t " 
- - -P««»nt Of ..o^ - - - Pr-lp... ^ 

^o-.Paanainthlearea. """" ^et induet^ ^ - 
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^-ouldi^etotumnovtooneofthe . 
cost prlnclBifii *ot» features of tho 

iPifis. ^ paragraph 15.107 fl. of the aev 

— , ^^^^^^ sue. „ 

^--t^myW^ 1. sound 

It is an over.ali ae«cAi»*. ^ ^"'^ * <=oatractQr'8 , 

«^ aegotiatioa based on actt«i 3^*^- 

'or ^ ^ 

the ^caption ^"""^ "l^sed 



- ^ - 



overhead «^ ~* "-^-Uy aetex«»4 

»««m adjufltaents to take 
«4»aiiee uadep«t«i^<. ^o "Mount the 

»e« Prohle„ do ^ ^ ^^^^ 

or ad^nee »d.,3taMl^ ia encou^, . «»o<«>t.hae, ho«,„. ^ ^ 

P-hXe. are.3 a„ .reseen a^ th,'^ ™" — 

_ « win ha™ to put «th the ^ 

" «th the eonaa^. ^ ^ ^ ada^.^,,^' ,^ 

-~:o:r — 

-~.u. on an. eZeaent o. ..TS^ ^ " ^ 

wi cost vlii not. In i+aoi* 

either aUovahle or unallovahle. xt la oL ^ ^ 

contractual relation,, to agree 1» / " »««»«> 
™ Where ^^^^^Z " » 

---oldpoaalhlaauhaaJntXirrdn^^ 
— o^l-lane.. or on non-allocahmt,. °' --e* on 

I TOUM like to turn now to . 
---in,.,.,,,^ °\"-~-l-atlono.theprohl^ . 

- .er^pa the .1": ^ ^ " 

, - ua to reeol.. « la oh«^^ „ _ In^ r:r^ ^ 
- — pertinent and uaer " ■ 
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«6eareh prograa (coverlag Wh , ' =°««ctor's 

- - w - - ^^^^^^^ 

*m not elaboMt. T>»sar=h aa wen „ , , ™ 

■-"xaata on at this ti„. . « rca- aewlopneat" wach t 

olear poUey ««, , In essence, ttea. « v. 

=^««.„spectto,co««ctor..i^ '^<*ted . 

• " ' - -.0, eont^ on t^ ^ 
--^-.».^^«^^-»^-e.sentU.,«,,^;"- ^ 

V t^ contactor o« 0,^ ^ « -oMn. 

^ ^ ^^-^^ - in ^ ,^ . 

^<=o^ Vro-bisoB '°'itefease. Although tM„ 

^* 'o^ld oWloualr approach vouU 

^3ultabl6 Introduce ajan-v- ft+>,^ 

^tab:^ for a consi<ie^^^ ^ «»d «l«ht veil be 

only solution. We fi^., contractors If it vas ^ 

tha* ^ concluded that ^ P^scrlbed aa 

- -eesaria, exercise m this "^-"^^ - 
^K^sa-the-board ^ **** <^ould not , 

• ^"'^~XeaX^,,^7^^^«"-'^«. 

all contractors. 
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Bather, car .ppro«h needed to ^ ^ ^ ^ ^ 

oriented ta«ra. the .Ituatlca found la partlcu:^ cc^es, ana po„i,:^ 1„ 
p«*l=uur induatrle,. That 1. the reason, then, why ™ p^^ed for ad^ce 
naderatandlng. In this area on a contractor-l^.contraetor ha.1., and Xen the Method 
or control ^te flexlhle. «at principle, for contains these ^rds 

"la recognition that cost sharing of t^ contractor., independent research and 
d^el^p^t prosr» »y pronde «otl™tlo. for .or, efficient acc-pUs-ent 
Of such pro^. It 1. aeslrahle In s«e cases that the Oo^r-ent hear Xess 
ttal an allocable sh«, of the total cost of the progr».. 

Under these otrcumstances, the foUonlmi »r.. . <.v 

, ae lojjOTing are among the approaches irtilch may he used 
as tha basis for agreement: 

(1) rene» of the contractor's proposed Independent research and 

derel^nt program and agreement to accept tha aUocahle costs ' 
Of specific projects; 

(11) ^«»«'* on a maamum dollar limitation of costs, allocable 
portion Of ^ch »m he accepted ty the Government, 

(m) « «8««ant to accept the allocable Share Of a percentage Of the 
contractor' s pUnaed research and derelojasnt progr*.." 
At the time » adopted our research cost principle. Including the control 
feature I ha™ Just en^erated, ve agreed that this particular cost Item ™s 
potentially so Urge and so critical that It could not be left to an lndl.ldu.1 
negotiation ,1th each of several hundred contacting officer, throughout the 
»^»t Of Z.efense. lather, « felt that sc™ mechanism «s necessary 
«thln the I^partment hereby our major contractor, could, on a periodic W., ^ 

pre««bly an «un»i basis, present to a central group, puns for independent 
research and development. ' , ; 
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After exaauaatloa of th« 

" or the coatractor'a 

«d hi. , ^"«Alritar„, receipt 

^ ^ "iMiag foreoaat, «, , of a contractor', 

p «-ittee to Insure that a the 

^^Meat research »r„ "^'^S'"''" iaa he.. . 

0»re:c«« indent de,., " ''et^en 

Ideate, that c,^«„, " 
••-»te these t«. e^„. - ««« use 

--".^.«....,^^^'-a.oac.^„„^^^ 

r.4_v. ""W^eaSatloB. ft«. „ =^Me. & other 

a contactor Zess than ^ «^ "^e to 

- ana .e^,::^^ " — o, the tl 
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It acast be ottLous to all of you that this program, in Its Initial stages, 
regardless of how good it sounds on paper, will bring some rather major 
administrative problems. We intend to do everything possible to face up to these 
problems in a realistic manner. ObTiously, the type of cooperation contractors 
extend in this area will be a major factor in the success of the program. 

I want to mention here that this idea of reviewing a contractor's research 
program and funding it in less than the full allocable amount is not a new 
concept. Many of you know that this approach has been used for many years 
in some areas. The new feature here is that it will be extended on a much 
broader scale and will be done in advance of cost Incurrence, rather thanrafter 
the ccaapaaj has Incurred the escpenae* 

The words which have been spoken and written on this subject of contract"^ 
cost principles over the past few years are quite voluminous. This is true 
even with respect to the few facets ythlch I have dealt with today. I hope that 
I have been successful in providing you with some of. our current plans and 
ideas lAlch we hope will make the change-over to the new cost principles as 
painless as possible. 
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RAYTHEON COMPANY 

WALTHAM 54. MASSACHUSETTS : 



AAF:ENJ:0205:3669 

Commander John M. Malloy 
Staff Director ASPR Division 
Office of the Secretary of Defense 
Pentagon, Washington 25, D. C. 

I^ear Commander Malloy: 



TWiNBROOK 9.8400 

r 

January 22, .1960 



Regulation, revision No. 50, become/ , "^^^ P"™"me„t 
opinion that Raytheon should now bTrnT 1. ™ ' J^lV I960, it is our 

with the Government on certa^rcatego.ies^off T °' agreements 
the provisions of ASPR 15-107. * oohformance with 

head -e3^ri-eu:/::dTSr.r:::il"=^ ~ -^-is «nal over 

m Of ASPR and the large n^mbe~TtrVcf;rf/'' st«on " 

uf der"* " '<= thif effect The! "^^""^ -"'tary . 

under the cognizance of the Coo,. J- » ! „ "^Satiations have been 

Naval Material. This meLd Te . B"nch, Office of 

both the Government and RaythIo„ wl^f .1 "'V^" '° beneficial to 

1— ?m:iyrgt~£f^^^^^^^^^^^ 
^tonJttrce7titrs!re'.;;r:;"r-r^°-*^ w^t^ . 

appropriate in advance agreemISs arl it ' "I'"" '^T'^^lV are 

direct costs. If, on the one hTnd nu™ "°"'^*"<=h are in the area of in- 
extremely large number of comracSTu""! '"dividual negotiations of ^n 
«nt (100%, uniformity of adva^e atre^mrts >;t"'"?/" ~= "-""^"^ P- 
that the Department of Defense and Te T ? would appear very obvious 

it:?"""' saving of both time and e^ense if ft? '^^^^ a 

ta.ned in one single tri.departmental n^^iaLt TL'^'tt t?" 
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January 22, i960 



the individual negotiations o£ the various contracts result in a lack of uni- 
formity in the advance agreements which are reached, the result would * 
be that this lack of uniformity would make it necessary for the Department 
of Defense and the contractor to negotiate numerous sets of overhead rates 
in order to match the various different advance agreements reached for 
the individual contracts held by the three military departments. There can 
be no escape from this conclusion as concerns those contracts in which ad- 
vance agreements differing among therriselves, are in fact incorporated as 
part of the contract provisions. In this connection, it is noted that 
ASPR 15-107 states that such agreements should be incorporated in cost- 
reimbursement type contracts. 

In view of the above, we earnestly urge that most serious considera- 
tion be given to the conclusion which we reached, namely, that the three 
military departments should establish procedures for tri-departmental 
negotiation of advance agreements, unless the Department of Defense 
prefers to amend Part 7 of Section III of ASPR so as to provide expressly 
and unmistaka;bly that contracts which provide for annual final overhead 
rates negotiation can validly be interpreted as being legally receptive to 
the application of the negotiated overhead rates irrespective of individual ''^""^i 
indirect cost provisions of individual contracts • In our opinion such a / 
provision is already present in our existing contracts, but during the past 
year we have not been able to obtain full recognition of this fact by the 
military departments, and it therefore appears that express clarification 
to the above effect would be necessary. 

It is our hope that this letter will serve to explain why Raytheon 
woxild appreciate being advised at the earliest possible time as to the pro- 
cedures which are to be followed in undertaking negotiation of advance 
agreements in preparation for use of the new Section XV of ASPR. 



Sincerely yours, 



RAYTHEON COMPANY 




A. A. Farrar, Director 
Government Contracts 



cc: Harry B. Christenat 

Office of Naval Material 
Department of the Navy 
Washington 25, D. C. 
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11 Mardi I960 

Cwuf Mr, Farrapf 



pUm aw w»U undervay, aad «^Sok ti. fl-J^ *^J^«»Mrch principle, o«r <' 
to « particular Miii^ J^JSSl^oi^S^l^ t 

of final oi^rhwd rat«a, W» ,,71^^02^?.! 5^ £JT *^ ^•S^^^ >Y 
<^ttw to bo Bade t^, of repwaStaU^JTS ♦I!*'*^*^ • scientific 

standlaga* ««*«W.lahla« advance under- 

I-'-^'^ Uaat, a f^ ^ 

TJtt aro voU aware, tSlSS. 

«t«ailn«a preaent dlfferSTprSfSfw tLS^r^*^**? "^r^ 
colto that tharo la anr aa^^itif- ♦-.Tif' naturo. Ve do not per- 
tl»«r w. do not fail^f P^«^»lfw. At the prJlaSt^ 

adTw<» tarieratandlnga^uJd SJJiit^^ 

tlon a. large aTthTDepJSiaS^S^aJSa^ I-t an organlaa- 

mr Internal probl«. of«^i?nl^f?fi * P^^S^*" «>«W create 
bowavar, watching thl a ohaae ^^^^ aaaageaeat nature. Ve ara 

Vate* work* In thla c^aoSoT^Lr!^ ^ fPproprlato to aai» tjo 

-t..'ii5^sf:itf^sf^^ ' 

standing that the perwnS SthTS^J!*!'* I* * any farther under- 



I hop* ta«i till* i^EwIiJwitloa will te holpfal t« jvo^ 



j« M* hallo; 

Staff Pi7«ctort ASPa S1t1«1ok 
Offlov of Jhrocureaast FoIl«x 



Dijr«^or» CovttraasBi Coatrftoi* 
V«Xthca 54» Ma»<uidsM«tt» 



OfflM of HatO. Material 
OopartMOt of tba Sat^ 
VaaliiBgtoB 25» 0*C« 








'^VV^^^^^^ '.^^''^•DATEvr23. March 1960-;- 



• suBjEcrr^^ C^^ Aotlvltleav Allowability; of 



... , I hare memorandtia^ ^rfilch-recpin^ in 

fi1^ Coxx^a<A, CoB^ Principle al witli respacl^ to^ thev allovabilitj^ of ' 6 fringe 
> bejcj^f ittf ^ pM^ offered I4- connection^ with thir recrtdtiaent ofi ;:V 

^ . persoiindl^^^ the best 'ofi iny^; to^ 
fcS^v^^^gnpt;; been^ invany^ way significant amoimil^ o^posecj^ to^ makingi^i 



the^^^i^^ V .-.-.w^*.. 

'"^iCdetei^^ in a- giyett. c^se ir^:^^^ 2>7^ pwn^part^ ESsee^ noth^ 



wi^ip: ftia^ such aa-a membepship^ liL^ 



^^^i|;f Qver-^i^ la^^ reasonable jj^takl^ intO:. 




I^xcthl^^ 

fna> change -pei^^sm 



Aflp^ ^^*l^*^i^ 

th±^>pcdn^ 
th^ 

^.^i^g;^^ InCothep^ 

^ not scO^roipx^^ bgp admlhlstr^ 



set;^ a^^recedekb^witfc th^ loiiti^ick^I^^doixltfk^^ 




.... - ^ - - *w**^ ^* w«*ems of raci: discriffllxiatioij^^^ 

2i^^?v:*J^lSi9^¥^(^^ "for, tha^ benef lfe> of : ali>f^ it s employee s"^:^: Alsa#; it: 

?^>Wfl*^?^i<^^ SGE^fldJior! thal^it : wotC^ probablj^bJod^bW dealt wlth^by:£ 



<^^lM^ >^ ftringej. tenefttfe be«do«^^ poat 'feroblatt^ 



... - -.- ^ . 

■^S^l^ some^co^^ an audit manual: might bfe in ordei^i^ 



desire tM8rlt«r'ioVb» p^^^ the 'iSi^ CoipritteW f 6^^^^^^^^^^ 

con8i<|er<ation:^' please; retura:to'me»-r';:i;^:-^.-:U<v;V^^^^ ;Vv ;^^^--:v -'^rv''-:-^;.-?'.' :^ 
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AttBciodl eaei» tte cost prloelplea 
1^**^ e». tat T9ftm last VWtaastew • ■ ' 

«tta that tha «^»»^t odaa^^T^rJlf ,5 
tt»«^watSsis ofTlcar axma with 




«*«»*ess^ tS» Gamut's lBt«« ^r JSrSr* 
Inismae© fte MjT-^^* * »t«at» 2 gvi this 



to tl^jjpaU^ of tte jrrtodW^^^ 
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kl Sar AsfiMlatioa 
09 ^«SnrauT i960 



X* ' ' Cotttw y ^toy oeis • psredl of land* St ««Ujs 
ibv th« ptirpoM of lianrifis « plaoft >illt to cmtxsetot*9 sfoslfleatins* 3te 

rvtidteceaattltf or tdll this tmanotioai anaito^ a Tnanm Tinrlr rostarietiBs 



,2* .' Qadsr ihfl ffttrvlittnnt iteam a eootxastay ftmrf ahtfit mtvIm 
oirtlSaa gwtaau r a «isl tbs tS Chmass»xt^ faov «ra laeidsatal aalMr of mwpdicmk 
i9 gjvtlianm (aot eooDOsted tdtli tte j/rSaax^f "baatnem of itMt eoatsttator) • • 
aooEtsally tzmiedS- >■',.■ - ' '.f-^:- >i ' 

3*.'> Cxs q tfiwmigag » ccct3wc» im • OMli tgppo cootnaet and ^ ij^iAeital. iMlaa - 
da aoi csmaitia aagr cctm «EsaM« Ste pw3l&lUti^ 
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iaoldoBtal ioIm ta vhieh a» gmaral vs^nted Mad bo ■TTrwatoi ' 



ita ollormiton ^ olylliatt aad 




V"-"'''Sag9sdiBs tiMi. rtlxibttrMaBt of seaasvdi me^reft ooctf **nfinr rnrti-ip'lni- it- - 
Hae^f ^ cQotxttets^ aboold gestsxal x^eaeaueeli l2settrx«d ^ a ecafcioeter 
j^rftooeadas te^ eflessafolaX aad gffvvrnBa^ imA b4 liseludsd la tba eoxyoxato-^ : 
ifsssaX ajtd a&diaistzattTO azpcasa la ilia ecE^prtatlaa of -ttta btordca xataa'; 
of tba dlvlglca partoaia^ ibc yxOar C towmaatti fe eoatmetat 



ti 'a a t iaiB t 



^ Caa>M a^t^^aad t^oa tho aaaalas of .tbo «DXd» "a concm T aa t 

Ic aaa b attit of sorpSoBtloa &ellltlaa" aa aaod la tba "rrntiW" ailiaai it Tiii 
S»* Xf • fiDos tte aovd cegM«T«Bfe am 



_ MUa 11^ to a flBaasliig 

wtltailba asd laaae^ tba talsj^rovad lat^ eo a tcspozaxy boaia vita ; 
fia^ti«a to bt^ — Cootzaotoy ooaatrwta a faotos7 oq tb« 2aad «* Afttr - - 
eec^Xatlaa oootnotor is paid «oot of buildia< bgr flaaaelaa laatitatlda aad 
«t« lots ;a loaa»t«m laaaa* Is tMa a «wta or as 



7, Ssea ASra ^Krt 6 {vast} t» a ««tjsoa5«ettT» as^yttlttftlet ef tte 

9» Sbb9 costnurta (CSf?} lAsmd l >a ^ii wm - gg r vaateBr aatA J^ly l« 1960a 

to tfea tt» or old Pdrt 2> S«e« ». Slse« tfeo »«» *art 2, 8eo« 2?, don aot 
««e«ea nak^tos7 tarn Jtdy V 1$^^ . 

9* IQuant <K3QArBO^otf a&d XXI8 osmsdo^ tt^srtd oa «ii AAtwtf^ VBdtxstwBfttas 
. !• VUX fi09 aate « wartt a tiftita dt»mrtiwt1*M!t ti»« tteos or 



Ifl* mtSi r8«fM to thai sOasi tbar «*«bs« ftgroaaBSite ftr 
v^eareli «^ d«rraIois)KS3ft oooO 1^ alloesd oa m p a j amto aai bails* faov vilX 
tma onnsreo^ "ttaj olijcctloa of %ba (kamsX Aecamt^iB^ OfiClM^ a*^ It ma 
esi^iff^ to 9iQdatoxBls»d o<«^«z3»«aA saitA a^3tt&tio% tfca^ ms^tattti a 
■ T i nl a t dto a of tb9 boa rtn rrxi't jTiii ifl> jmii I'lmiiihinji Qf>«eait Wtmsttagr 

^ HSbq^ tSto AsBtad 8ervlie«i B$a«d ^ doottMt « «ua»i«dicd^ 

oaapg». iB ^gtlato* dietesay 'w baimla^ ^ m tfad- Boutt my^y th* 



nit thiivi' 



Id» Assas^ la 4 yotet< iT»fnia» t O i»tyg8» or lameite, eootxist tte4 tto 
psa$09«3 laxfearcot ^argoa of #f9><X>^ 3to mtamin^ ame«ri»aatl«t«a 



aa to- 'ggp^oal flttfaioiA 

dloaUoteasso eaa Isapro^sTy oovplafi t^rt^ 9claa wsaid to yoafiontttlo «it^ 
iBslssifia of lafeoxooti: •„• oT-r ; v :^:.:^-. - ■ 

eonld Soasd dot 

Wttt eodi.4 ^ ^ ' ■ 



Zf|K olt or dai tywy of tto itad^ltoBg aoter a e^T (sMoosea mk 
^g w»tosa^ } o o wtmc t a rotarooatlta adjtv^b^oat of iStm g« w it ' if » r <n zato^ 
la n i ffiftoirdftiB ga vttii tto * S »6a tte tod Ow afaMaat Attoa* oXssmu xasttlta la a 
otitotesblal v^sqjA rtriaUBi. at tto a i aUwaft »ta «!d **<i*w la torn 8«toi 
tto totaL oosta ovur tto aastea oost Xlai^ti^ MSk iA tbm eeatemst. 
la thift aUo«abZot Xf te^y la it vit&la t&s cosxtxastl^ offlotr'a ^ 

aatSaalty . t o tl» eoatxoat to aHow&la •^^{m^^^ i ewS Xb po»« 

tto ffr:iTttmv«yfaleh olaasa of tto iteatesa^ oimfanala tto rlnma 
jfixrriSm tto ovodMad rata «121 to odjasM ta 00^6^ or tto olaaoa^Alcft 
«t9 ai^tea coat llaltatloaf ttgr da ast tto or tto •nLiniUa':^ 
aB i toiiBBat a t l i a a olaylft r thloT ' .ii: 



CONTRACT COST PRINCIPLES 

This Committee is well aware of our intensive efforts over the past few 
years to complete the major project of promtilgating a comprehensive set of 
contract cost principles. I am pleased to report the completion of this task. 
On 2 November 1959, the Department of Defense issued Revision 50 of the 
Armed Services Procurement Regulation which contained the first major re- 
vision of our cost principles since they were originally issued in 1948, 

The new regulation provides a single compreheixsive set of cost principles 
which v(dll give more detailed and precise policy guidance in treating cost ele- 
ments. It applies to all types of contracting or contract settlement situations. 

The revised principles will serve as the contractual basis for the paymei 
of costs under cost-vreimbursement type contracts. In all other contracting or ' 
contract settlement situations, they wiU serve as a guide in the negotiation of 
prices or settlements, to the extent that the evaluation of costs is necessary for 
the setting of fair and reasonable prices. Provision is made for specific agree- 
ment on the handling of costs in advance of the signing of contracts when particular 
areas present difficult problems of administration. 

A new feature of the regulation is its use in connection with negotiated 
fixed price type contracts. While cost information has always been considered 
when appropriate in the pricing of these contracts, no uniform ground rules 
have been in use throughout the Department of Defense, The new rules will 




provide common guidelines for both Government and I H . 

tT,. « 1 Industry and will facilitate 

the selection pf the proper type of contract for specific s't . 

be treated similarly for all tvpes f ^'^^^ 

new rules will as 

siat Government auditors in nr..,,.,..- . . 



•s m preparing advisory audit 




reports. 

The promulgation of cost principles an«T u, 

i'^ncipies applicable to all tvne a of 
contracts is designed to fo«t negotiated 
xgned to foster an atmosphere of mutual understand! k 

tractors and contracting officers. . should ultimately lead 
~on and administration of Government cont js ^^^^^^^^^^ 
The new regulation prescribes th.f u 

....... . „:i:^ 7 - — 

^ °^ "reasonableness, m ^ a 

^^^^ — ;~ - 

c....,_,,_„„; — o... ........ 

oMtions, interest on borrowinrs 
«Uing costs. These inH,-., j , . certain 
These .ndrndnu item, . 

costs. "eated as unallowable 

Other individual cost elements, such as cos. , 

depreciation, insurance m. t ^"^^ 

— ~ - — are proJderirr 

°-rnm.ntare reasonable in amount. " ' ''"'"^ ^ 



These «w cost principles are now in use on a permissive ba,U. n^.y"^ 
be used mandatorUy after I July 1,60. T^s long Xa.Uiari.ation period is neces 
aar, due to .He far-reaching nature of this new regulation and. insofar a, possible 
to accommodate contractors- fiscal year closings. 

I must ten you in aU candor that the development of these cost principles 
was a most difficult underUMng. Resolution of the strongly held and divergent 
Views of the many parties having a legitimate interest in this project necessarily 
took a great dekl of time. 

We do not claim that our finished product is perfect in every respect 
However, w. do helieve that a suhstantial contrihution in the field of contracting 
policy ha. heen made that will materiaHy assist in our efforts to huy the most for 
.ery tax doUar. These new cost principles will he watched closely in actual 

operation and we will be rearfv i-r^ 

ready to make any changes which seem appropriate as ' 

we go along, 

PRICING POLICIES 

Also, during the year, re-evaluation of the Department of Defense pHcing 
procedures and practices was undertaken with a view to improvement of pricing 
of^prime and subcontracts. The results of this re-evaluation were published 
a. a revision to the Armed Services Procurement Regulation on 1 October 1,S,. 

One of the more significant changes is to re,uire that contracting officers 
prime contractors, and subcontractors obtain and utilise the most current, accurate 
and complete cost data which is avaUable. As evidence that this has been done, ^ 

- 4 - (U . 
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It kick thl« off, I ha-re be«& Mked to eorer •o«e of th« Wckgroiad, ^ . 

lA^rr pclrB, ana gii»r«I ck*im«terl»ilcf oif vl«t 'oa« of jiqr laduatry frl«»i« 
t-sated "th* BOMter •pavn©d ^ Bac. XV of ASPR kaovn aa Contract Coat Prl&ciplaa ; 
az.d Prw:alure»." Later, i^r coborta vin mka aoM conparlaonf vlth ttoa old 
>rltt:lple», dlicu»a a few of tha aare UporUat InAlTldual coat traatiaeata, 
aad coyer aone of th« legal ai^ otLer aapacta raiaad* ' ^ 

Thar* U probaHy no othar aactioc of ASPB uliieh raeelrad as audi attention, 
Vy as may pacxle, ovar aa long a X'ert.od, irith aa aany top lerel aacialoos— 
KxA rareraala t^t^racf— «• Section ZV. La apita of all ttxia careful att«Btioa^ 

Jar« My tt^ere ia not a aln^a i&llTidual la Qu wu aeat or induatry itto 
fully cone lira la tl>e aatire jackage— laa«dla« ^elf. But tWJ U UBaeretaadahle 
l£ new of -Une xsaxx^ differeat, aad often eoaflictlnc, lateraata affected tgr 
;ott prlnsliiles. TLa ma vbo bxqra tLa hardvare vovld Ilka to bring about, 
ttx^vkgjtk coet prlaciplea, the loveet coat for eaeb piece ao that be caa bvQr aore 
tlecee. Ol the other \msA, he, or hie coatraetlag officer, aay not lUe aagr 
<oft principle* because Le feara pereecutioa by Monday Momlac quartertacki for 
v^vias allovei a coat vhich the rules aay ia tBialloiiable. Ooatractora, lAila 
a^eelag ^iHosophiceJQy that coat priaclplea are needed, caa*t agree ott 
the foxs they should take* Shey vould Uhe them to be a bill of ri^ita fl»r - . ' 
ih«uelTes, without too such detail, and vith ao wallcniablea* Research 
<aal dardopaent epecialista— la OovanaKnt aad out-wvld like the priaclplea 
"Ao eo&atrjctcd aa to. proaote exteaalTe ia&ependent reeearch and drvalopasBt r 4 , 
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MSI^aRAHDDM TOR THE DIRECTOR FOR PROCDREMERT KSJCl ^' ^®^°^*^lli©r has 

SDBOECT: Contract Cost Principles - JLLlowability of Cost of 
Recreational Activities 

Pursuant to our recent conversation, I have looked into the 
question of the allowability of certain fringe benefits, such as 
recreational activities_, under our cost principles. I understand 
that this type of cost was discussed during recent hearings before 
the House Appropriations Committee, Certain Committee members 
apparently were referring to some recruit advertisements which 
emphasized to prospective employees the availability of company 
paid recreational activities, such as a country club, as an induce- 
ment to join certain companies. 

Our new cost principles treat with the subject of cost of 
recreational activities in ASPR 15-205.10 which states that "reason- 
able costs of health and welfare activities, such as ... . recrea- 
tional activities . . . . in accordance with the contractor's estab- 
lished practice or custom in the industry or area, for the improvement 
of working conditions, employer-employee relationship, employee morale, 
and employee performance, are allowable." Although the new cost 
principles are somewhat more comprehensive in this area, this type 
of cost has been recognized for many years under our old cost principles. 

You have indicated that several members of the Subconmiittee raised 
questions concerning this type of e3q)ense. I can only presume that 
the Subcommittee members would raise a question about this type of 
expense if it were imreasonable in amount or scope, or not in accordance 
with the contractor's established practice. In this situation, we would 
share the Committee's concern. This is the type of decision as to 
reasonableness which the auditors constantly face in their day-to-day 
work of certifying costs under cost reimbursement type contracts. 
For the most part, expenses in this category are quite small and very 
few abuses have ever come to our attention. The usual situation can be 
illustrated by the practice of the United Shoe Machinery Corporation, 
located in Beverly, Mass. The Company has long underwritten a substantial 
portion of the expense of a country club, having golf, tennis, swimming, 
etc, facilities. This dub is available to most of the employees of the 



\ 

\ 



Corporation. Although dues are paid by the employees, the charges are \. 
heavily subsidized b7 the Company. .2 

With respect to the mention of the availability of fringe benefits, 
such as a country club membership, in recruit advertising, I can see 
nothing vrrong vdth either this practice or the subsequent payment of 
such a fringe benefit. This presumes, of course, that the overall compen- 
sation of the individual is reasonable, taking into account the country 
club fringe benefit. I would be very opposed to any suggestion that we 
declare, by fiat in the cost principles, that this type of fringe benefit 
be unallowable. In my view, it would be a grave mistake to solve isolated 
problems of "reasonableness" by an across-the-board disallowance. 
This type of narrow approach would endanger our ability to make good 
use of the new cost principles as a comprehensive document: ie, in fixed 
price contracts. 

I have discussed this matter with Mr. Kilgore who has agreed to alert 
the audit organizations to be watchful for abuses in this area. Beyond 
this, I do not feel that any other action is either necessary or appropriate, 
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SECTION 1. flCTPPiT, 
1.1 




1.3 




1.4 



1.5 




fom^a^i^^^^^^ Prom .o. u^e 

Thereunder" la ieaued^o provide S^fJf*' Subcontracts ' 
subcontractora In the appU^SlL^J^^l^ oontractora and 
provlsiona on IT.S. Naw «iw x**^ ^^^i* limitation 
thereunder, and will SmH! subcontrSta 
Office m ihnuSt^?'c':st: ^d't?" ^-^^ i'av S^I Audit 

ruSe-«^i-^ 

-porehMe order, mi ahUl fj^fi^*"'.*" ""oontrMta aad "* 

giv. the reason, therefor. °" "^'1^ such faUo,,^ 

gS«n1"h:Sa™e:j%\^"J,*°JJ -'^^^ *» prort.l«„ of tht. 

Jj^^CTeo'SdS'^rS^r^^^^^ - ^ .ept .t, ■ , 

retain anjr boolca or TCcordre^^i^rf " ^"^^1^ to 
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STAEiEUT JE l-ETIiJD OP DETERI.imiNG PROFIT ^ 

- . poa uss uiiDER mopiT miiTArioN 

SMPHJIIDING COIJTRACrS 
AHD SDBC?OKTHACTS THERSUKDER 
'^^^MJ^- DSTERMItlATION OF PHOFTT 

(a) Direct raaterialo 
Jb) Direct labor, ' 

)V\ 2*^^ chargeso 
Vd; Overhead, 

6-21 D^ggl^ ^^tgrlal sliall include the coat of «n 

plled> oanufactured or faliHi^o+fS u- u ^ p:<i.-;chas©d, sup- 

end product Z SSch Le S^^! * which enter directly into the 
with the nianu^JS^L^ f^^^^^d ^ectJjr la conaection 
converting of sucr^Suc?!^ F^oceasliig, Itonlahlng or 

and i«'t^n^^^3^\?t^^^^^ ^^f^ s^«n be fair, Juat, 

mippaer associated or amUated^th ' J^^V^ *° ^ 

win be scrutinized in tSa «n^«J^^? the contractor or aubconSactor 
. mtinga, parte, ^uzSlaSes^**^™'^:. All mteriala. Including 
prides not excess S^te iel ^^^^f ^ ^«<»«at at 
for and drawn iVom re^al fltoj^f^ S'''^f ' 'materials purchased 
method Of pricing ato?^^th2^1?f ^e priced by any recogSiaed 

accounting'^aclfc:'SI^o1s\'SS^ S^^^ ^ generalCecepted 
t/hore currency InTlatlon haa f,^ u '..^ certain countriaa 

stores on a level Jith oT.?i«?? of such aagnltuda that pricing of 
hardship to ^c^^S^^^^T^'^^^^^V'^'^^ reSlt iS 

oodlfiod to ollow basis of Briir?!^ prices, this provision raav be 
i^ting the senoral5'^c.!pt£ ?^?Ln^ valuation or bT^e- 
ifewever, in casesl^rl wnS^SS i'^^^ origiml .-osto 

aatorials which are sSnlS S oJ« ?^ f^bcontraotor is using 
basis is conaideSd JS'Sft^JT-HS^^^ ^'^^ origlnallJft 



adju«tii»nta is eetabUshed. In detSS^i J * Propriety of each 

prloe, the tnarket price preTaill^^ Se * oartet 

ehall govern. In ai^ oae^ wherTthe ^li^t ''T °««nit»®at for purohaee 
«co«nt8 do not caS traSpStltion ohSSTtrffif «»^«<«*"otSlr"' 
the n»thod of allooatlag ^^hax^mT^^l ttl^T """"^ "^terlala, 
^Bt be equitable and oonaiatently^Ju^^?*' « «>ther;iee. 

ot^ compensation of e^K^eea 
contracts or subcontraots. ««0"rately measured as a direct ch«gf ?o 

basls'Jf'Jhe^Sl^JJ^^^^ into account upon the 

ooa^tor follows conslstenJl^ a^Jj J^iJ* ^"'^^ * contractoror sub. 
a produotlTre hour basis at aveLt.^ accounting for direct labor on 

ttat substantial accuracy is atSlSS Se^iT n^^*^^ " sfaoS 
quartermen and foremen whose til aJTS^* ^<^'^tion paid to leadSr 
specific work oey, and prefeSbl? shS^iJ^.*^ accurately allocated to - ^ 
but an arbitrary aiift«-+4l-^^ should be accounted for as A<y>^'t- i^u 

or bf anv- na-..* 

to be conducive to an accuJatHftSf ^^^entthit it l2 shLn 

bonuses, premiums, wSJ^^^^^^^^^^?, jojt. Overtime. ^L'SctJ^ 
whose time Is accounted for aTdi^^J ?^ Indemnities to employees 

aa direct labor but If chS In^Jii*^*^.*" Preferably to be InSiX 
Of taking auch charges 2?S'Sc^?n?Si^t'L'? ^1*^ overi^ead thrSe'SS 
chargea Incurred by reason orn+ill! , no i>art of suah 

or subcontracts. ^^'^ ^ Inequitably bS^ contracts 

inspection. draf^^d S^J^*i^J outside Professlonal^;es. 
. ^ forlng^ repair and aStSSS^Sf ''^J Patterns, wood itagl^g ' 
trials and other similar Items?^ "etal staging, launching, 1^2,^. 

Costs of builder's rifiip 4««,« 

"J^es. outside prcfes;i^aemc;s'*'S^:Sr ^ 
Incurred on account of a contt^f iT" f ' Inspection, etc., which are 
thereto provided that sSch wS^ 4^ subcontract may be charged dWlv 
similar charges on accc^? ^ SSeJ w^f'*'^^^ ^^1^°*^ aSTtSTm^ 
such manner as to prorate a^ S^rtJSLfJ^"^? ^J'^^ «^'^«ad iT 
subcontract. ^ thereof inequitably to a contract or 



niaatloa of coot. ^""^^^om, ia a substaatlalOy accurate det^ ' 




W^ribution of "^-'^ ^ ^baeouou ..344. 

currentOy eithor ratably 



will be ««i nethods of "^f.* <=oftt«ictor<a or 

^ Officer S"h^^°f P^Sreas ofi'S^^^^ 
, ^^^^ Area Audit Office 

»f 00=1 of a contiS'^rr^^P*' ""OM umS»r»S?' J^'^® subject t, 
ooneolvablo iteoo cSt bL^ »*=«°*1<"» mdor7M«S ^ oontaiMd 

i« the Lntract'ir SSf? ^ ^^^^^ t^jT Clvonl'jS..; . 

^"''coatracto PWlalons exprooajy Included 

BoSf^*^^ ^ Soa Subooctioa 

Castiiags 2,3a:^ 

'^li'are E;,ponae . Employee ijl^ 



Aaortiaation or Aasot Appreciatioa 
Contral Offico Sxpensoa 
Depreciation of Plant Facilitiaa ~ 
Discounta 
Donations 

Dues and Msoberships 

Fees, legal, Accomting, and Other ft-ofesaional 
isoa of "Cranafor Agents and Regiatrara 
Interest ' 

Intracompany and Intercompany Charges 

Launching Expense - Ceremonial 

Maintenance and Kopair Coats 

J «>e servos 

Koyaltiea 

Salaries 

Selling Expnnsoa 

Taxes 

Unclaimed V/agea 
^d Debts 

Capiiiil Gains and losses 
Entertainment Expenses 
Excess Profits 

Expense and Incona - Nonoperatins 
Fines and Penalties 
Inoone firoa Investaenta 
liquidated Daiaagcs 

losses under other Contracts and Subcoatraats 
^SSi^a ^ Reorganization Bxpeaees 

tTaEs: ""^^^^^ ^^^^ 
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L',313 . 
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3.328 
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2.332 
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2o344 
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^ fSTb^'X'rSn fflot^L^^f ^^f^.^ *» advertising 

contracts .dSTfte fcv^Sl?^,^ "IST^ "'^^ to ™d.rtd« 
of aarertlalne of an li5^rLj n?Tn^??^* f"?™'' certain kinds 
trad, or tootolcL7o^S^t^J^„1,^*^^?f^.J'^e°'^' P^"* ^ 
parties Produota^l^nSa'l^^^'^^'S ZI^LT"^ 
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^^ed, ^ aa «iato8 to tho partlc2la^"S,?«^^^-isi:^ 

Heasonabl ^'^^^ontracto unless 

503 Bad^ ^ ^ _ ' "^-""^ -Uo,.«bUu7of\\*| fl^r-l policy 

Ad7anco3 ia raasonabla . ^onnance costs, • 



^ Contracting Om«r. ""^ owdT^tto 

basis provided that the^^^^^f! ^^"^ °^ ^trZr 
P^iata, of afforencoa iTSL fLf^f^? when aptof ^ 

ad^ustaenta oa such charLf^^f?^ of caiitixigs, aad that Soper 
aa dsterralaed ty roaaoMM^ ^ *^ ttcfcijal coat oTLll^^ 

'°'°'S?^^^^^S^*o"SrLt,'=°"'T'- " ""^contractor op-rO 
' ■ |"^ii*Se,°1^w°i,^L'1^^.^5^J;^ <.,^p«nt ^ other plant 



falta and not i/ith a view to continued ucq in tho contractor's cr subccn^ 
tractor^o buGtnsos, tho dopreclation charrjoable against operaticna on accoiont 
tiioreof may be redsteruilnod u?cu the baais of tlie facts as to Uisof^il lifo 
and residual valuo as tiius oatabliohod^ and tlia proportion of such dapre- 
ciation as so rodetorminod applicable to contracts or subcontracts with 
respect to whlcU a final deteralnation of profit shall not theretofore have 
been mde gHni7 be allovred in determining the profit tiiereunder. 

310 Directors* Fees ^ * Fees and travoliaj expenses in connection vith authorised 
meetin^js of Boards of Directors are alloi/able as distributable ovorheadp 
provided that such fees and expenses are reasonable, and aro in accordance 
with con Lrac tors* or subcontractors' usual procoduro, subjoct to tiie 
lljaitation pro'^lded in subsection ^.337o 

311 Discounts* - Earned discounts of all kinds, including trade discounts^ cash 
discounts, special allowancos^ etc*, must be taken into account in such 
manner tlxat, in the determination of profit, effect Is given to the not 
prices actually paid a Discounts taken on material bills may be deducted 
from the purchase price in charging to in'/enfcory or to the contract or 
subcontract, or the discounts may be accounted for by distributincj discounts 
earned as a credit item in tlie overhead, or by .a separate computation of net 
material cost or by such other means as may accord x/tth the contractor's or 
subcontractor's accounting practice and this requirement of accounting for • 
discounts • If a contractor fails to take advantage of discounts or dis- ' ^- 
allovrancGS amounting to one percent {2^) or more, only the net amounts of 
invoicos after deduction of oudi discounts sliall be admissible as tixe cost 
of porformonce, unless adequate justification exists for failure to talcs 
discounbSd 

312 Donations may not be taken into account except to the extent that necessary 
service is rendered to the contractor or subcontractor by the recipient, for 
example, donations to a local hospital serving the contractor or aubcontracto 
or tlioce wliich, by local general custom, constitute nocossary and proper 
business expenses ♦ 

313 Dredging 0 • IJhere it is tlie established practice of tlie contractor or 
subcontractor to accrue a reserve for <?• edging and to charge to such reserve 
the coGt of particular dredging operations neoeGsaxT- for launching or for 
tlie maintenance of depth of imter at and for access to the shipyard, such 
accruals may be talcon into account as part of tiio overliead to the extent 
that lb shall be slioun that such accruals represent a reasonable average of 
such expenses actmlly incun^ed over an appropriate period a Direct charges 
for dredging are alloimble only vAien no such reserve is included in the 
contractor's or subcontractor's established practice, and then only to such 
extent as may be reasonably allocated* 

In \Nraters open to public navigation, in the absence of reserves for 
dredging, the costs of dredging may be charged to contract or subcontract 
porfomance costs provided such costs are equitably allocated to the 



coutractc or subcontracts acconra>r3ated by such dredging^ 



Tho initial cost of dredgia? of pstdvately ounod slips" should V"'^ 
capitalised J ansortisation or v^opreciation of juch costs Is not all 1q, 
but costfl of rodredgiag to estabHah depths of such slips, la the aDiienca 
of reoexMreSf are allouabls v/liisa propex*3y allocated to coatrausts or sub- 
contracts affected > 

2*314 ydo^kg » Whore the contractor or subcontractor uses its oim drydcck 
in the perfornianco of the contract or subcontract^ it is aUjovablo to 
bace the chjarf^ to the contract or sulxontract for the use of such 
drydock upon the averciga cost of operation of tho drydock, inclusiva of 
raainteamicc ^ depreciation and taxes ^ aa determined over a ouitabla 
accounting period not in excess of one year provided tliat the total 
such charge shall not e::cGcd ivi amount deterroinod by use of the fTevail- 
ing conneroial rate for similar services in the vicinity or vhei*e the 
nearest cozai>arabla sorvicGS ore available 

, in re^^^Jar trade associations and technical soclotis 

are in general allowable ^ but other duas and taeabershipa say not be 
alloued. 

'^•316 Ejitg£:t£jjjs^^ are not allowable costs of performing a contract 

or eubcontract. Reasonable luncheon costs necessarily incurred in the 
normal conduct of a contractor's or subcontractor's business inay be 
alloxied. 

2»317 Exc^.o^H3Aej:J.gl refers to material, in us.ibla condition, which is 3^'^'^ 
over aft^r a contract or subcontract is completed and resulting 
mainly from overpurchases, overproduction, overdraxvn stores, or as a 
result' of cI>angos end extras • Excess material should not be confused 
xAth scrap which is such laaterial as is produced during tha course of 
consturctlon or nanufacture and v/hich has only scrap raliia* (J^ee 
"Scrap" • subsection 2^333)» 

Material which has been charged to the cost of perforaing a contract 
or subcontract and is foiuid in excess of actual requirements and has 
not been incorporated in the work shall be credited, at tte reasonable 
value thereof, to the cost of p3rforniing thQ contract or subcontract 
to which it was originalljr ch-arged* 

If such oatGrials croditG»?. to cost arc reissued for use in perforixLng 
a contract or sulx:on tract tho materials should be. charged into costs at. 
QZaountfl not in carcass of the value agreed upon as the reasonable credits 

2t3l3 Exq^s^s P|7p,f:lts paid or repayable to the United States or any Cjovernincnt 
under- any contract uliother und-iX any statutory requii'caent or other-vrf.se, 
shall not bo treated as a deduction or used in any way as a factor in the 
deternination of jjrofit under aoy other contract o 



2o319 Expenoe and Incona " Honoporatlng (including auch Items as Income froa 
Uwestoonts, Interest, and Royalties, individually coamonted upon under 
their respective captions) ordinarily may not bo taken into account in 
deteimlnlng recapturable profit • Their Inclusion in exceptional casos 
will be subject to the specific approval of the Ccmtracting Off icaro 

2^320 Feest Lerral^ Accountinp:» and Otiior Professional , for services required in 
the perfornance of a contract or subcontract are allowable to tlio extent 
deenzod reasonable ^ 

Generally speaking le^al and accounting fees in connection with the 
prosecution of claims against tlio United States Government or any other 
Govemaent including Incoao tax raattera, ox^ not allowable costs. In caces^ 
hoirever, wiiere such fees are incurred and result In successful adjudication 
or negotiation of the validity of a claim by a contractor or subcontractor, 
ronsoiiable expenditure may be talcca Into account In coxmection with such 
contracts or related subcontracts with tiie United States Navyo 

2^321 Fees of Transfer Arcents and .loriistrars of stock or other securit},os and of 
trustees under mortgage or sLailar indentures, regularly employed in and 
necessary to e noraal operation of the business^ may be alloiTod as 
overhead costs. If reasonable In amount • 

Fees for the sacae purposes, covering tlie organisation or reorganization 
of a corporation, shall not be allowed. 

2^322 Fines and Penalties Incurred for violation of laws are not allovrable in costs 
. of perfoming a contract or subcontract, Siiailarly, payments and coats under 
an Arbitration ax/ard are not allowable « 

2 ,323 Income from In^'estcionts shall not bo taken into account in determining 
recaptui'able profit • 

f!i.32A Insurance o 

Ilonles paid into Govemaent funds for compensation iiisnrancc, 
and net preoiuns paid or accrued for payment to Insurance 
companies for insurance of risks not found to be unusual or 
excessive coverage or inconsistent with reasonable and prudent 
business practice are allowable Items of cost o 

If the contractor or subcontractor assumes Its own insurable 
risks (a) for compensation payable to employees for injuries 
received in the performance of their duties, or (b) for unomployment 
risks in States or Countries x^iiere Insurance Is required or (c) 
for otlior risks not found to be excessive or unusual coverage or 
Inconsistent with reasonable and prudent business practice, tliera 
may be allowed in costs the charges set up for such self- insurance 
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under a system of acoomtizig regularly and ccaslstently amploysd 

the contractor or aubcoatractor^ at rates not exceeding the 
lawful or approved rates of iasiirance companies for such insuraac/^^^ 
reduced b7 aiaoxints representing the "acquisition cost" (i«e*, cosiv 
- missions, fixed expenses and excess losses) in such companies and 
after giving effect to any credits for safety provisions, experionce, 
etc#f tc* which the contractor or subcontractor would be entitled 
in determining such rates, but losses actually sustained must be 
charged only to the reserves created by such self -'insurance charges. 

.^03243 If the contractor or subcontractor assmes its own insxrrable risks 
and does not record current charges to operations in ti;e manner 
contemplated by subsection '-^•3242, above, losses sustained from 
such risks during the performance of the contract or subcontract 
slmll be allowable only by such means and to such extent as is 
equitable under the circumstances attendant upon a specific casoo 

^•3244 the contractor or subcontractor assumes its o\m insurable rislcs 
and its practice with respect to charges therefor is not covered 
by the principles set forth in the foregoing subsections 2o324l-3243, 
* the contractor or subcontractor shall submit the matter to the 
Contracting Officer for determination at the earliest practicable 
date after execution of the contract or subcontract, and such 
cliarges shall be talcen into account in such manner as the Contracting 
Officer shall determizie^ 

2 03245 IVemiums covering insurance on the lives of corporate officers, 

partners, proprietors, or other executives or employfees, where ^"^^ 
the contractor or the subcontractor is the beneficiary directly or ^ 
indirect ly^ shall not be allowed in determining recapturable pro fit o 

2*3246 Reasonable premiuaa and other reasonable costs of gyoiq> insurance 
plans consistently adndnistered and in existence on the date the 
contract or subcontract vtas awarded, ai*e allowable o No costs under 
group insurance plans established after such date will be allowed 
unless the plan is specifically approved by the Contracting Officer a 

325 Interest^ received, paid, or accrued for receipt or payment will not be taken 
into account in determining profit except that reasonable amoxints of interest 
on bank loans of a contractor for construction, reconditioning or reconstinic* 
tion of a ship obtained for the i?.cpose of discounting bills or for current 
working funds, may be allowed to the extent attributable to the contract; 
provided^ that interest on such loans shall not ba allowed unless the 
contractor shall show the necessity for such loans « 

Similarly, interest on bank loans of other types of contractors and 
subcontractors (for example, srippliers of direct materials), wlien deemed 
to be reasonable and for the purpose enumerated in the preceding paragraph. 



shall be allowed to the extent attributable to porforaance under tbe 
contract or subcontract; provided also tliat such loans maturo not later 
than six nionths after tiie date of tlxaely delivory of tiia last rnaterial or 
tiinely perfomanco of the last service, excludixig provipions of tiiQ guarantee 
clause « 

It Is recognized that in certain countries there is a more extoncive use 
of loan f in .acing, rather tlian capital stock and also tiiat interest itibos 
tend to bo high, and the principles set forth in tiiis subsection will 
strictly adhere d to, since, as a general rule iiiterest is considered as a 
charge for tlie use of capital and as such should bo taken care of as part 
of the profit factor* Among other factors to bo considered is 'that if 
progress payments under a contract are frequently made by *the United States 
Navy, it should not bo necessary to incur any substantial amount of interest 
under that contracts It is also felt tliat allowances sliould not be made for 
interest on any Government funds xmich mlj^t bo loaned to the contractor or 
subcontractor eittier directly or indirectly throUijh otlier tixan normal batf .ing 
or financing channels, and furthermore, tliat the Government involved should 
endeavor to assist as much as possible in making funds available o 

To the extent interest is . determined to be allov?able, the hi^er European 
rates may be recognized on an individual case basis provided such rates do - 
not exceed the local rates of interest pertaining in the area of the 
contractor or subcontractor • 

\326 Intracompany and Intercompany Charges e - intracompany transfors beti/een 
plants or divisions oust bo made at cost, excluding any internal or 
Intemediato profits 

Transactions x/ith subsidiary, affiliated or controlled companies covering 
material purcaases or transfors, ser ices, e^qjense allocations or any other 
type of charge must be disclosed fully* The not allov/able cost of Inter- 
company transactions may not exceed the cost of comparable goods or ser^/ices 
from altcimtivo outside sources o 

^'a327 Launchinr? r^pense - Ceremonial o - The followiag is proscribed as a genez'al 
guide to the nature of expenses incidental to la?incaing ceremonies liiich 
will be regarded as not excecuive and, caisequeiitly, chargeable to perfomanct 
costs. 

In particular instances uhere a budget or a pit>gran for launching cei^emoaiet 
has been approved by the Contracting Officer^ or vjiiere special instructions 
with respect tiioreto have been issued by the Contracting Officer, such 
budget, program, or instructions will govern « 

In other cases, expenses not deemed to be excessive would include such 
items as the erection of launching platform and decorations, e3?ection and 
use of public address system, cliristening champagne and preparat.lon of 
bottle, but v;ould not- include expenses of reception, banquets, transportation 
and entertainment of guests, sponsor *o gift and "other incidental expenses o 
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4« n«n«-nrti traveUji' and hotsl exoensea of tfaa sponsor and escort, and 
tafTfik^^^^^^^^^^^ o^^'^ designated 1^ the ^ 

Contracting Officer m specific instances* 

psrfbroance* 

4.u^ r^«4-i^^-ka and SubcQSteafiia. - I^sses incurred under other 
Msts of ths .KUtraet or subcontract la <si9Stion. 

?fa^^TSS?^"^»^»»*» "^"^^ "^"^ 

charges for dopreciationo 

^ntpaet Items wlTnrOTlda^^ !>roper odjuutiients ..«. 

reflect their aetvial cost, 

developing organiasations or reorganizations, shall not po aoiPvea la 
determining rocapturable profit. 

^^J^tte s^S'oSJ^f S ?L ..atraotor. shaU aot 1« aU^^a. 

^ reaSnaSe in anount and consistently and eqijitably distributed, 

la certain cases such costs ore accrued on the books of 

o^nar crsuj. , treated as allouabla costs, but in 

Ssl^'tto coa^StlSS;. ?S estimates B«st be realistic and conserratxve. 
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-.335 Iteaerm. • Cbarsoa reaultlag to the cwatlon or Uicreaao of roseinros for 
^ei#coatlnsericlo3 btUer reser/es wUicU are not properly charscablo 
lo current operation^ shall not bo allouad. 

" -336 Rovaltios . - Income ftroa royalties shall not be taken toto account in 
* ^^3Hto(5 recapturable profit under contracts or oii^^^ 

■ in noat cases royalty -expense to connection with material or cqulpBont 
• fiinished under a contract or oubcontract- to n^^^ 

inaanuch as the United States Governaenft or the Ckfromaont of tho contractor 
or subcontractor nay have a royalty i>oe Itoense for such natorlal or 
oqulpjaent. If rotobursemont for royalty paytae^ts to to bo clato^^ 
• roy^ asreeaento must be. refonwd to the Contraottog Officer for review 
and approval. 

? S alarleo . - Salary to construed to its broadest sense to toelude a bonus. 

• d?^;;StS»s fee, and all other foros of compensation^ Charscs or t^coruals 
for oolarios, year-end bonucos, vacatton pay, or otaer compensation, no* 
actually paid at the date of coMetton of a contract or subcontract, mst 
bo appioved by the Contracting; Officer as to alloMablll^» 

To bo allowable as an elenont of cost of Ifevy contracts, the tota 
componeatlon paid to any one Individual must be reasonable to relation to 
hto respoiisibilitloc, hto own offtotoncy, and that of his organization, and- 
tho geiSttl tovel of coapehsatlon for lilce services to other employers of 
stoliar size or kind of bustoeso to tiie saae country or region* 

c .338 Scran to sacU oaterial as to produced during the course of construction or 
* i^aeture and having only scrap value and should not be confused ^rith . 

e^ess oaterial (see subsection ?.317) Scrap must be «f J^J. f P^J^^ 
obtatoud uhon sold, or at tlio current market price if used by the contractor 
or subcontractor or hold for sale beyond tlie period of tue contract or 
aJl^ono?act. If practicable, the credit should be given to the job ftroo 
Sldi tho a^ap was derived, otherwise credit should be given tJirous^x 
distributable overiiead at reasonably frequent totervals*. 

,,339 R.lUn.r gxnensos . - Generally, expensps tocurred for the dif^i^*^;^*^ 
Wt^ucta of a con tractor tiirough usual trade and business channels and 
n^Uo'>^^?e not regarded as alloimble coats under contracts for the reasg 
tllufc s^ch expenses are not tocident to or nbcessaiy to doing bustoess with 
tiie United States Oovemmont. 

Ordlna77 sellto? expenses should not be conftised with technical, 
conlultS and oSer Srvlces of tho apiilicatlon and adaptation of product.* 
to the uses end requirements of tlio customer. Manufacturers' e-Tployees^ 
attacUca to sales departments, vjho are primarily tacticians and product . 
oprvice enaineers, render services that are as important and essential 
when lioducta ore sold to tKe United States Government as ulxen they are so. 
to other customers. Expenditures representing payments to any PO^^son or 
selling agency employed or retained to solicit or secure contracts with ihe 
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United States Gova.risient upon an .?^jrcc:-^nt ot -Jinderstandin-^^ for a t:0ik'd3.3ioc; 
percentage, brokerage or continrjcnt foe are x3ot allowabJb in the cost^of 
perlbxTsance of a contract or oul>3ontracto 

Selling expenses vhlch represent the cost of marketing an article, as 
distinguished from the cost of producing an article, aro not to bo 
considered a part of the cost of performing a contract • 

J- o340 Tg2£2^ - Incoioe and excess profit taxes and surtaxes. Federal, State and 
other, are not allov/ed as contract or subcontract performance costs; such 
taxes nerely represent a payment of a part of the net profits to the 
Government. 

Pranchice taxT) 3, property taxes (except taxes on nroperty held in rasex^e 
or for investment, or fbr other extraneous purposes), social security ta::e 3 
and the like (not including payraents deducted from or chargeable to 
employees, including corporate officials) are alloi^ble cost items. Various 
Suropean countries have differing kinds of taxes which have been listed in a 
manual issued by the United States European Command on 1 August 19^3, 
reference No^ 70-1, and this m.^jm.?al indicates the. taxes of those countries 
which under tlie Ilutual Security Act of 1951 are exempted taxes, and are not 
. allo\;ed as costs in United States Foreign defense expenditwe contracts. 

Taxes for iMch exemptions are available aro not allowable costs <»r 

2o34i 22iZ4BS^~ '^'^here the contractor or subcontractor uses its ^^r*, tugs or othar 
floating equipment in the performance of a contract or* subcontract, rea- 
sonable charges therefbr are allowableo 

^«34S T^'aT:?^^,^??;???^^?*^"' actual costs of autharized business trips such as , 
transportation, maintenance, communication and other necessary business 
costs- of the traveler during his period of travel may be allox/ed to the 
extent such costs are shown to be reasonable and equitably charged to a 
contract or subcontract o / 

A reasonable allowance determined prior to the traveler's departure may te 
accepted in lieu of actual expenses if deemed to be warranted by the 
circumstandcs and conditions involved* 

- Pft?lR^g<^ ^^g^f^ charged to contracts and subcontracts shall l)e adjusted by 
an allox^ce for future claims against unclaimed monies cmd the rezaainder 
shall be ratably credited to the cost of performing the contracts and sub- 
contracts* The allowance and the credit are subject to audit for the 
purpose of determining the reasonableness thereof • 

2.3A4> Unproductive ?tme o^ Em^loye^^, - Reasonable amounts of normal stand^l^y labor 
costs occasiopad by machine hreakdo^ms, non-ai^ailability of materials at 
working site, etc., will be considered in determining contract cost. In 
contrast, where by law or other agreement contractors are required to 



naintain on their payrolls a given nuabor of smployeos (loOo a typg of lrcb<;r 
"norm^O regardless of tlic oxistencG of i^x^rk to bo done, charges racrsitlug 
from tha payment of such stand-by labor uill not bo iijcluded^in contract^ 
coct either as a direct charge or as part of the overhead applicationo 
Charges wibuin thio classification .may talce the form of full%;ago vajy.onts 
to GEployoes rotx^rting to the work site for ^made*"* \rork or roducod'tvag^ 
payments made to employees listed on 'the payroll who are ejccusad fx^cm^ 
reporting to the work site^ E:cpendituro3 of this nature should be 
segrogated in a separate accoimt which will not be distributed tc> vrork 
orders or to cverheado In this connection see al;3o Section 2 ,2 An 

2o3A5 Unreasgaable Char.creso « Excessive' or unreasonable payments, as for ezamoloj 
Q2:croitant cbmpensa-olon, eiqpenditures for the personal fcciuefit of oxficcris^ 
of the contractor or subcontractor, payments in ©xcoos of reasonablo market 
valuGS of any kind includii^/j payments to affiliates and payments to 
individuals v/ho are associated with the contractor or subcontractor iiivcvvgh 
directorship or employmont, whotLer in cash, stock, or other propert^^. shall 
not be allov/ed as costs in determining rocaptiirable profit <, 

2 *346 l.^lf are Expense Employee is alloxmble as a part of CTVorhoad, subject to 
proper distribution, provided the contractor or subcontractor shall ^ if 
required, show the reasonableness thereof 
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Mr. Lpyd H. Mulit 

Director of Requirements, Production and Distribution 

Office of the Assistant Secretary of Defense (Supply and Logistics) 

The Pentagon 

Washington 25> D» C» 

Dear Mr. Molitt 

The National Security Industrial Association greatly appreciates the oppor- 
tunity granted to review the revised draft of the proposed revision of Part 2 of Sec- 
tion XV - Contract Cost Principles - of the Armed Services Procurement Regulation, 
dated April 20, 19$6, applicable to certain cost-reimbursement type contracts. It 
also appreciated the invitation which was extended to send selected industry represen- 
tatives to the joint meeting which was held with the Department of Defense in the 
"entagon on May 21, 1956 for the purpose of reviewing this draft. 




At your invitation, we are submitting below comments made at the meeting 
supplemented by the detailed presentation in the attachment on major problem areas of 
cost and reccamnendations for their correction. Because of time limitations in making 
this presentation, attention has been directed to major issues only, although there 
are other areas existent where the problems encountered have a less broad industry ap- 
plication. Comments were submitted on these in the statement filed with Rear Admiral 
L, H, Thomas on June 20, 195Lon the draft of March 23, 1955- and are applicable to the 
current draft, — - 

Our industry association is very much aware of problems existent in the 
Department of Defense in terms of 

(a) The development of a satisfactory set of cost principles which 
will be acceptable both to the Department of Defense as well 
as to Congress, 

(b) The provision for proper and adequate reimbursement of costs 
in connection with cost-reimbursement type contracting, 

(c) The development of uniformity of treatment by working level 
personnel in the application of cost principles, and 

(d) The prevention of abuses or their minlinization to the 
greatest extent practicable, 

+w « ? attaining these objectives NSIA is desirous to be helpful and construe- ■ 
tive. We have been appreciative of opportunities afforded us in the past to discuss ' 
various major issues on other Sections of ASPR and believe that a joint government! 

s1?C?:ct:^f ^ ''""^'^'^^ ^ \ 



In comDaring the current draft of the cost principles with that submitted 
to industr^ fonSSt, dated March 23, 19$5, we believe that the new draft consti- 
tutes an liaprovement in the following respects s 

(a) There has been eliminated the requirement for hindsight 
. judgment of military audit personnel and contracting, offi- 
cers in reviewing the "exercise of good business Judgment 
in incurrence of cost" by management. (See paragraph 
15-201.2) Obviously such a provision should never be made 
a part of a document used for cost determination. 

(b) There has been eliminated the 1% Government business fac- 
tor on the allowability of Research and Development Coats 
and Compensation for Personal Services which would have 
arbitrarily discriminated against contractors with more 
than 1% Government business. 

(c) There have been general language improvements throughout 
the draft the obvious intent of which has been to clarify, 
ambiguities existing in the previous draft as well as to 
reduce the necessity for implementation. 

Even on these points, however, we do not consider them a^^f^^°*^* f °!!^ 
linprovement over the existing Part 2 of Section XV to warrant P^^lJ°»*i?;^°J^^?.f ^> 
nosed revision in the very near future, since the existing cost P^^a^iples provide V 
«e!terclMitv and affoS a basis for a more uniform treatment than is reflected in_ 
Se neJ SSt, The release of this proposal will multiply current contracting prob- 
lOT^ being experienced by the Government and industry by causing delays in contract 
i^otiat?5n^Sich would be cumbersome and administratively burdensome " as^^ 
disputes on the reimbursability of various items of cost many of which will only re^^ 
suit in appeals to review boards. 

Principle shortcomings of the new draft, most of which have been carried 
over without alteration from the draft of March 23, 1955 arei 

(a) It fails to allow or it allows only in part some 29 items 
of cost which are true costs of doing business and which 
cannot be avoided by contractors merely because performance 
is under a cost-reimbursement type contract, (See Schedule 
A attached) In this respect, the draft actually amounts to 
a major expansion of the list of unallowable costs as stated 
in the present Section XV, Many of these provisions are not 
only inconsistent with current cost allowances which are 
being experienced in the field by contractors but they are 
also inconsistent with "generally accepted accounting prin-^ 
ciples and practices". This represents an unjustifiable, 
disinclination on the part of the Government to share in 
normal costs of doing business through which the Government 
derives clear and demonstrable benefits. Most of the 
expenses in the unallowable categories are normal regular 
costs of doing business and contribute to the productive 
ability of any business enterprise. y.y^'H^^ 




■■:■•■> 
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(b) The new draft would also require the negotiation of specific 'i ^t/^^. i'-^ 
contractual coverage or authorization as to some 19 items f-^\ • 

of cost which sho;ild automatically be allowed to the extent 
that they are reasonable in amount and allocable to the con- 
tract. (See Schedule B attached) This requirement would be ' 
cumbersome, adjninistratively bxirdensome and in fact would 
not achieve the objective of uniformity as actual practice 
would soon show some contracting officers willing and others 
lanwilling to negotiate these special provisions. Large com- 
panies in a strong negotiating position woidd imdoubtedly 
achieve some manner of success in negotiating such allow- 
ances while smaller companies and those in a weaker negotia- 
ting position would not. Our small business membership has 
expressed particular concern over this requirement, 

(c) There are 20 provisions of the new draft which either dictate 
the accounting system to be used the contractor or spell 
out such detail as to constitute an audit manual approach,^f5>- 
(See Schedule C attached) Indicative of the latter point 
is a direction throughout the draft that the military con- , F. 
tract auditor take into account factors in addition to the /{i- ' 
iMual testa of reasonableness and allocability. These pro- ^ 
visions would also require the General Accoxmting Office to 'y^^ 
second-guess the auditors in determining whether all of such >•■ ' 
factors had been properOy evaluated. These factors Might be ^^v*" ' 
made, more properly a part of the Contract Audit Manual of the 
Department of Defense provided they are accompanied by ade- 
quate explanation of their llMtations . In this respect, it 

should be recognized that the contract auditor is essentially 

one who performs a service for the militaiy buyer rather than 

one who polices the buyer's decisions or who holds an equal 

position with the buyer in pricing negotiations. % f 

(d) In the attempt to "amplify the treatment of certain items of 'S'l. 
cost" the draft has entered into a detailed treatment which , ^ " 1 U 
apparently is an attenqjt to cover peculiar circumstances of • t. 
"special cases". While we favor the objective of providing /^vt"^"^ ' ■", 
for a more complete treatment of certain items of cost within , .v 

the framework of the proposed draft of Section X7, the attempt 'P^^^"^- ^ 
to cover peculiar circumstances of "special cases" results in ' ' t^S^ ^ 
arbitrary, unilateral and artificial determinations of allow- - v^' ' \^ 
able costs which are not consistent with sound business prac-' V 
tice and is very unfair to Government contractors. It would h-^ ' 
be more logical and equitable to cover these special situa- /it,V"' ) 
tions at the time of negotiation of original contract terms. ^' 

(e) Several paragraphs of the draft include data which are pro- \ l^^^lZ--^ — 
cedural in character rather than basic costs principles. The^""^ ,/ uJ-"'^ 
inclusion of such data in part 2 of Section X7 will give rise - - i 
to serious negotiating problems which can better be avoided • ^ I "A 
by setting forth in a related part, such as Part 6, interpre-_a-r,^'<'^."' I 
tations and other material necessary for the guidance of y-'''' ' o/1 - ' ' 
auditors or contracting officers. ^.^^J^"^ "'^"^ i) 
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In ordex* to^ attain properly the objectives stated above, the following rec- 
ommendationa are presented* 

(a) Any set of cost principles shoiild recognize ^he tpg costs'^. 



(b) 





of performance under a cost-reimbursement tijrpe 

The allowability of true costs should not be subject to- 
shadings 5 gradations^ "Sr special circTimstancesj nor should 
allowability be conditioned on the ability of the contrac- / ---rii^'K', 
tor to negotiate special cost allowances into in dividua l W''^^^ 
contracts^ • ,JLJ^ ^^^p^ 

The principle of cost-reimbursement type contracting is 
that the contractor will be reimbursed fj^r a^], QlAmftnts 
costo Because the contractor is presumably guaranteed such 
c^5S^-reimbursement5 he is regarded to have assumed a limited 
risk and accordingly he receives a limited fee« In actiwl 
practice p however ^ fees of contractors in cost-reimburse- 
ment type contracting are being diluted to an unwarranted 
extent because of the failure of the Government to recognize 
true costs o Contractors are therefore assuming risks' of 
performance which are much greater than those ever intended 
under this type of contracting^ The low profit rates ex- 
perienced are far from being commensurate with the skill and 
engineering «know-how«* which industry has been contributing 
to the overall Qovernment program 




(d) 



r. 



Uniformity of treatment Is best achieved having a simple 
and dear cut statement of costs which are allowable and 
those which are unallowable • Gradations for special curcum- 
stances and the requirements for negotiation of special . . oJU^'' 
contract provisions tend to defeat the uniformity of treat^i *^ ^ 
ment afforded by a clear cut statement of cost principles, K Q/^\,^^ » 

(e),- Abuses can best be prevented by the application of the normal 
tests of reasonableness and allocabilityp and the disallowance.- 
of unreasonable or io^roperly allocated costs* 



tj 




We are grateful for the opportunity of presenting these comments to you. 
However, we believe that there is a fundamental problem of Government relations in^ 
volved which results frc« the lack of general understanding and agreement between the 
parties involved which will never be dissolved by an excnange or correspondence. / 
Although it is recognized that to some degree this problem will always exist, we feel/ 
strongly that, a great deal can be done to narrow down its area and magnitude. 

The basic ideas back of some of the cost principles are good. However, the 
current draft has failed to accomplish the sUted objectives because of the failure to 
unde rstan d adequately the problems of both the Government and industr y. It must be 
pointed out that many of the item s being treated in Part 1 of oecTiion X7 are items wh 
fall within the category of those which normally shotad be negotiated between the coi. 
factor and the contracting officer on specific contracts. However, we recognize, 
because of the magnitude of the problems and because of the desirabililgr of handling. * 
these items in a uniform manner where practical, such negotiations caimot be accomplished 
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on an individual contract basis; but this does not in itself give the Government the 
right to take these itein3 out of the categoiry; of negotiation and put them in an area 
of policy without givihg industry the saine right to negotiate that policy on an indus- 
try basis. " 

Con3equent3yj the revision of the cost principles should be based upon a 
• ji'^^ilateral approach to the problems* In oi'der to accomplish this, it is our firm belief 
\/^hB>t a mutually acceptable Md mbre efficient policy and procedure will be attained by • 
V to participate : in -the discus sibii with the Department of Defense of 

^ yjS^^® objectives of each disputed paragraph of the proposed regulation and by permitting 
>^industry to ire-pregent its views to final reviewihp ^ an^]^nT*^fy where differences remain 
tmresolyed* The National Security Induistrial Association is prepared to render aiy 
assistance in this respect. 





If the problems in the current proposed revision of the cost principles can- 
not be resolved by such mutiial pffoH, then we believe that the present Part 2 of Sec- 
tion X7 should be retained, because it is a more clear cut and a more workable set of 
cost principles. 
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(1) Specific comment re DOD proposed draft dtd 20 Apr $6 
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Proposed Beyision of Part 2 of Section Tf of ASPR 
(Draft of April 20, 1956) 

Areas in Which There ia FailTire to Recognize True Coata 

15-203.4 Selling and GLatribution Coats 

15-20-4.2 (a) Advertising Coata 

15-204..2(e) Civil Defense Costs- ; — —CP 

204..2(d) Compensation for Personal Services— (L> 

204.2 (e ) (ii) Depreciation 

204.2(e)(4) « . r^^d) 

204.2(g) Food Service Costs and Credits—^ Zfo 

204.2 (i) (3) (ii) Insurance and Indeamification ' 

204.2(i)(3)(iii) " •» « 3 



204.2 (i) (3) (iv) 
204.2 (i) (4) 




204.2 (kK2) Maintenance and Repair Costs- (7) 

204.2 (b) (2) Material Costs 
204.2(a)(6) II It 

204.2(0) Patent Coats-^.- -~ 'X> 

204.2 (p) Pension Plans 

204.2 (r) (3) Professional Service Costs 



204.2 it) (3) Rental Costs /i) 

204.2 (u) (3) Research and Develotnent Costs— — (^P/^-i 

204.2(u)(5) n n n » ^ 

204.2 (vV Royalties and Other Costs for ITse of Patents — Q 
204.2(w)(2)(ii) Severance Pay 

204.3(c) Contributions and Donations 

204.3(d) Entertainment Costs 

204.3(e) Excess ikcility Coats 

204.3(g) Interest and Other Financial Costs 

204,3 (h) Losses on Other Contracts 

204.3 (i) Precontract Costs ' u ■ 

204.3(e) Reconversion Costs "0/ 



'V. ) 



Imposed fisYlalon of Fart 2 of Section 17 of MPR 
(Draft of April 20, 1956) 
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Areas in Which Sneoifio Contraottial Gorerage or AiithorizatlQn ta Raqll^yA«^^ 

15-20^.2(c) Giril Defense Costs 

204..2(d) Oonpensation for. Personal Services " ' . \ / 

204..2(ej(5) Depreciation .. n,. 

20it.2(g) Pood Service Costs and Credits V ^ 

204.2(i)(3)(iii) Insurance eoid Indemnification 

204,2 (i) (3) (ir) » H » 

204,2(i)U) " » » 

204..2(k)(2) Maintenance and Repair Costs a f / ' 

204,2 (n) Overtime, Extra-Pay Shift, and llulti-Shift Premims — rr^ <^ s ^lc^C-:.i 

204.2 (o) Patent Costs 

204^(r) (3) '. Professional Service Costs 

204.2^t)(3) Hential Costs i 

204«2(uj(2) Research and Development Costs ■ — — — "CH^^>' ^ 

204.2(u)(5) HUB n 

204.2 (v) Royalties and Other Costs for Use of Patents > / . - 

204.2(y)(2) Taxes-- _ _ ; Aoi^vvU/^y 

204.2(oc)(4) . Travel Costs- - - - ,1 , ,^ ^ V[ 

204»3(j) Precontract Costs — ^ ^ .3(iLj 

204*3(1) Reconversion Costs _ ^_ ' S 




Proposed Beyision of Part 2 of Section 17 of ASPR 
(Draft of ipril 20, 1956) 



Schedule 0 

Areaa Dictating Accoxmtlng System to be Employed and/or Oonatltntia ff MajBtial Approach 



15*202 •! Direct Costa - General 

202 #3 Direct Labor Coat a 

203 .iCb) Indirect Costa - General 
203*l(o) » « ft 

203*2 Indirect Manufacturing and Produetlom Ooata 

203«3 Indirect S^lneerlng Coata 

203. U Selling az»l Dlatrlbutlon Coata 

203*5 Qeneral and Admlnlatratlre Goata 

204«2(b) Bidding Coata 

204.2(f) Employee Morale, Health, and Welfare Coata and Gredlta 

204*2 (■) Material Coata 

204*2 (n) . Orertlae, Extra-Pay Shift, and lhiltl«Shlft Premluma 

204*2(pj(3) (It) Penalon Plana 

204*2 (rH2) Profeaalonal Seryloe Coata 

204*2 (u) (3) Reaearoh and Deyelo]»emt Coata 

204*2(u)(4) n n n u 

204*2 (w) (2) (11) Seyerance Pay 

204*2 (bb) Tranaportatlon Coata 

204*2 (cc) Trayel Coata 

204*2 (dd)(l) General 



15-201.4 Contractor 's Accounting S ystem. 

i^r?t^Ti^r?L^JSS^^^ to .e.on. 

Changes in acceptabll ac^oSStlS^ P^aJticel^^jM^-^" 
is felt to be very essential befau^^JhS f* Provision 
contains a great deal o? inti-^^^^? ® J^® proposed regulation 

be used by fSI?Lrrat"fhe"So?^?^'°?tier^^^ whlcriigir 
In the contractor's e^fcabTi?H55 «? level to require changes 

Suggested Revision: 

^5=S0i^ ^^ntractor^sAc^^ 

^^^^^^^^-g^^HSSlJSe^^ , _ 

for deterMlnm^ costs unde. — rnjuIL 



15-200 Scope of Part , 

Comment: Tbls paragraph should be amplified to establish 
clearly that any item of cost may receive special treatment 
thrbiigh specific contract provision. 

Suggested Revision ; 

15-200 Scope of Part , This Part sets forth principles and 
standards for the determinatioh and allowance of costs in con- 
nection with cost-reimbiu:*sement type cbntracts and cost-reim- 
biu^sement type subcontracts thereunder for procur^ent of 
supplies, services, and research and developmient work, with 
contractors or subcontractors, other than such: contracts and 
subcontracts to which Parts 3, 4, or 7 appily^- fhia Part does ^ 
not prevent special treatment of any item of cost by contract : 
provision ', /^^^ 



15-203.2 Indirect Hanufactxarlng and Production Coata . 

Cofflment: The. requirement that premiums for overtime, extra-pay 
shift and multi-shift work be excluded from allocation based upon 
direct labor dollars Is unwarranted as dictating the accounting 
system to be employed by the contractor. Similarly, the statement 
regarding departmenteaizatlon and the factors to be considered 
In determining the necessity for departmentalization Is objectionable 
as Invading management's prerogatives. Accordingly, It Is 
siiggested that the paragraph be revised as follows: 

Suggested Revision: 

1^-203.2 Indirect Manufacturing and Production Costa . Indirect 
manufacturing and production costs consist of Items of cost which 
are attributable to the manufacturing and productive process as a 
whole. Allocation of Indirect manufacturing and production costs 
on a time basis, such as direct labor man-hours or machine-hours/ 
is a method which generally produces accuracy and equity. Other 
acceptable methods of allocation, in appropriate circumstances, r 
include direct labor dollars ( oxolusl v e o i premiums fox u i er tlme; 
eafcxd puj ! ohiftj and mmii-mafl wurk ) units processed, and prime 
costs of units processed. Departmentalization or the estahlishment 
of cost centers may be neeessagy permissabie in order to allocate 
the indirect costs equitably. Faetm <»e be-eenaideved 4n deteratoiBs 
the Beeeasity #ey depavtmentaliBatiea w eatabliahment e# aeat eanteya 
iftelude vaiPiety e# pyedueta, aemplexity •« preeeaaea, and relative 
iabey and #aaiilty yequiyementa fev the vavieus pveduata. 



Indirect Coatg 
15»203«1 General 

method Which 1^11 dlstrlbuS iSdi^ecS «n J?**?^*^^® to adopt a ^ 
'^^^subparagraph, hoSeverfloeS to S?lJ?d^tS^^?S^^*^^^ 
mustr actually produce equitable resuitS fn!?*! 
conditions under which Si accintflh??^«L?"S prescribe 
reconsideration; if a SSthSd S2 iL?®?5***.*5*^^ subject to 
to produce equltabli res^^s it iS c2«??5fi*2 ^» designed 

that each particular contract be ^JS^H^tl^^ Improper to rSquire 
has, in faSt, been achJSJef in ?hf SS??fu?L**?iff^"^ «5uity 
lowing revision is suggested. Particular instance. The fol- 

Suggested Revision ; 

(b) The method of allocation Of indirect costs must be 
based on the particular circumstances involved. The objective should 
be the selection of a method which will distribute the indirect i 
costs in an equitable manner. The method used in connection with 
aoverhment contracts shall, in order to be acceptable, conform 
with generally accepted accounting practices, provide uniformity 
Of treatment for like cost elements, be applied consistently, and 
ppodue. eq^i^abl. ,esui*.. a p,ev4eusiy aeeep^abj^e .e*hed shaii 
be sub^ee* te veeensidevatJiea when: 

(i) a«3F eubs*aii*4a4 d4#fe»enee eeeurs between the ees* 
^tterns e« weyk undey the eentvaet and etheF we»k 
the Ceatvaetey; ey 
(ii) ansF signifiean^ ehange •••«gps 4n the natwe e# the 
business,. the extent 9S subeentyaeting, fixed asset 
iapyovement pyegyams,.the inventeyies, the velume e$ 
sales, the veiume ef pyeduetien, manufaetwing 
pyeeesses, the eentyaetey^s pyeduets, ey ethey 
yelevant •iyeumstaaees. 





1^-203 » 4 Selling and Dlatrlbutlon Co3ta . 

l3 suggested. """ac* proouets. The following revision 

Suggested Revision: 

Selling and Plstrllmti^n rn.>.. The exnen,.. 
-" ^oup consist of ltem« »hi.h ^ „esent th« .. ^t of m^r^.^,.,, 

eontraotor-i products ^ ..,oi„de su.h .-.^ 

or order admnlstratlon, negotiatio n. llal,n, 
representatives and th« .^.^... tor ■ s n...,,..,, . advertising : 
distribution costs and oth>. service.. ..^..h 

allowable as a charge to nnent co,t ~i-.»a.ae.ent 

contracts where it can be .y,.^ t hat thev 

contractor., GovernMent h. ^nd that th, 

cation Is reasonable. 



i 



15" 203* 3 . Indirect Engineering Coats . 

Comment: In this section also the exclusion of prenlms Is 
objectionable as dictating the accoiintlng system to be 
employed by the contractor and should be deleted. 

Suggested Revision: 

15-203*3 Indirect Engineering Coats . Indirect engineering 
costs laoiude such Items as costs of engineering supervision, 
engineering administration, and engineering supplies. ]>lreet 
engineering activities from which indirect engineering costs i 
may arise may Include product design, tool design, experi- 
mental development, manufacturing and production development, 
layout of production lines, determination of machine methods, 
and related blueprinting and drafting. Indirect engineering 
costs shall be allocated to the benefited contract and other' 
work of the contractor (see ASPR 15-204. 2 (u) (4)) on the basis 
of direct engineering man-hours expended, direct engineering 
labor dollars (exeluslve 9S ppemiums £q9 evevtime, extra-pay 
B^Stji and mHltl-8Mtf« work), or some other equitable basis. 



coats Allowable In Whoi^ nr. p,^^ 
(a) Advertising Costa 

arSl'iin^'L^^^^^^^^ fans to recognize certain 

tractor's Performance SfshoSjfbflifnwfSf'*^^^ con- 
allocable to Government busings. ^^^^^'able to ttje extent 

the pSa^a^%°riJ?^ JStJlfStf^^f ^« added to 

primary purpose Is tS^pjSaotrthr^f ^[^Ji^^ the 
l^J^ i«<iivldual prodSc?! Such 2^L?f,?^^ ^"P^ rather 
to help wanted advertising and la ^vl^f^^fJ"* ^«^y similar 
personnel and professional ^Lll fS®S"®'**^3r used to att^ct 
companies rely upon thirtvSS o2 engineers. Many 

engineers rather than clnvS?in5.?'^3^*^«^ recrultlrS 
in the Classified c^u^gy®''*^°^^ *^®lP wanted advertlsliSi 

cover'o\LV'^I?e?|IIS^^^^^^ (iv) be added to 

ms. Such advertlslni SdL « Government receives bene 

reasonable for cJlafSf S SiL^'^SJ^^J^.^^^^^^i^herpJIIr^ 
plants, facilities/ trflnL ^«?*^"^^talnlng the compSy^s 
Government relies for De2?nrifJ®°^®? and know-how on wSch th« 
have been conslI?enro?lr a^?^A J^^"*^ advertising prSg^a^S^ 
contracts should bear thel^^ flS^h^L^^S^fi GovtrSmeS 
cated current costs of sSsS fSJSrlJt?^!^ the properly alio- 

Suggested Revision: 

costs Allcw.bi. la Whoi. 
(a) Advertls^^ Advertising costs Include the 

costs Of advertising media and corollax^ administrative costs 
2e.,t,3^ ^^^^^^^ ^^^^^^^^^^ ^^^^ ^ 

vision programs, direct mall, trade papers, outdoor advertising, 
<iealer cards and window displays, conventions, e:chlblts, f.ee 
soods and samples, and sales literature. The following adver- 
tlslag costs are allowable: 

(1) advertlsl.^ Xn trade and technical *umals. provided 

such advertising does not Offer specific products 
or services for sale Is placed l„ journals which 



■ ""-"'^ general and Adamiatrativ^ r.^^^^ f 

"?S?S'^os?*^LS?? W^J^S^I auditor the uae of the 

stratlve expense, which lef hoi ?^ nnf and IdSni? 
Also la the listing of other accln?«Sii^ general use In^Sistry 
include the "direct labor" aethSd^J?^fi°'®*^''^^ ^alla to 
prevent dictating a pre? errf I ae^Hol fr^^l^''^''''' ^ order to 

J'^''''^''^^ ^e^^od/Irir^ecoinS^ndiS IV^^ acceptance 
first two sentences of this paJaSapHf l^le^l^^ 

Suggested Revision: 

-tmive coata conslot o. xte.e of cost attr««tabl, to t.e 

.^u^costs ahal. allocate, .o aa. .o.. o. t.e co„t.acto., 

an, recosnlzea „3tho. or allocation Xr e,^tab.a reauxt. 

a,.„^..t, ^^^^ 

a.4 .,.t. 

aatepiais); 

a..*.,^ (,,„„,^ ^^^^ 

«e84» g©@«i8 ©oapietea. 
eost eaies; and 



15-204,2 Costs Allo'wable In Whole or In Part 

(d) Compensation for Personal Services . 

Comaent: While this paragraph constitutes a substantial im- 
provement over the draft submitted to industry a year ago, 
it represents a substantial change fpom the present regulation 
in terms of the limitation placed upon deferred compensation plans » 
and in terms of the disallowance of reasonable compensation to 
sole proprietors or partners, unless specifically provided for in 
the contract. In order to maintain the status quo in the 
present regulation, it is recommended that the paragraph be 
revised as follows: 

Suggested Revision: 

15-204.2 Costs Allowable in Whole or in Part . 

(d) Compensation for Personal Services . Compensation is 
allowable. The term "compensation" includes all amoxmts paid 
or set aside, such as pension, retirement, and deferred, compen- 
sation benefits, salaries, wages, royalties, license fees and 
bonuses. The total compensation of an individual may be questioned 
and the amount allowed may be limited; and in connection there- 
with, consideration will be given to the relation of the total 
compensation to the services rendered. Gempensatien te sele 
pvepvieteys ep pavtBevs, kewevev, is allowable only te the extern^ 
speeifieally ppevided-fep-^ the eentpaet. Any plan upon which 
deferred compensation benefits are based, other than pension plans 
(see (p) below), shall meet the requirements of the applicable 
provisions of the Internal Revenue Code and the regulations of 
the Internal Revenue Service. Alsoy-the ameumt allowable undey 
any sueh plan S9V appoptleBment te eentpaets im any eae yea* shall 
net exeeed: 



are valuable for the dlssemlnaljlon, of .technical 
Information within the contractor's industry; and 
(ii) help wanted advertising, as set forth in (s) below, 
(ill) institutional advertising, whi<?h $s defined a s 
advertising the primary purpose or whi<eh'^s to 
pr^oiaote the name of the company rather than indi - 
vidual product 8 . 
(iv) Other advertising directly or primarily relating to 
the advertising of the cohti^ctibt* ' a prbducts in 
jaecordance with a regiiliagl^ ^a-fei^lished progran 
: and to the eictent reasonably to Oovernment 

■"'^ business. •- 

All e^Iltty 'aav^vtisiig eag«8 ape uaallewabid. ^ 

: .. .. • O- 



n 




NSIA SUGGESTED REYISION TO 
DOD DBAFT h/20/3S SECTION X7 

15-20t»«2(e) DepreGlatlon , 

Comment: With minor revisions it is believed this section will adequately 
handle most of the problems which have arisen on this subject. Suggested re- 
visions would (1) provide in subparagraph 3 ii that depreciation for contract 
costing purposes in the post- emergency period should be allowed on the unre- 
covered cost of the facilities, (2) delete the reference to current and 
immediately prospective production in paragraph h on the ground that this pro- 
vision should include all such facilities reasonably necessary for standby 
purposes for Government work in general and (3) to forestall misinterpretation 
of subparagraph 5, provide that because an asset has been fully amortized it 
should not be considered fully depreciated. 
Suggested Revision ; 

A* 4. ^-u ^/^^ii^^ the emergency period, shall be computed by 

distributing the remaining viHdep3?ee4ated-peFt4eH-e#-%he cost of the emergency 
facility not so recovered over the balance of its useful life. (but-see-tW 

%elw9t-£»eyi^-%he-FeMaiHiHg-HaiepFeeiate4-pep%iea-e#r8Heh-ee8t-9h^ 
«iHi«-aay-aaeaHt-e*-HH»eeeveaFed^i'*Fue-dep»eeia*leH." 

(If) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for eweH^-aHeL-iaaediately 
fpespeetive-pveduetieR. standby -purposes . 

u ,-. {V Y^®^^ otherwise provided for in the contract, no use charge 
shall be allowed for assets still in use which have been fully depreciated on 
the contractor' s books or acquired without cost. Special amortiza tion recorded 
on the contractor's boo ks in accordance with a certificate o f necessity la nrtt 

N??^':'^''^^, for the p urposes of d etermining wfaet hfc-S 

S f ^^^•^^'^Preciatea- Use charges for assets notfully de'^iH'ated 

on the contractor's books are unallowable. 




15^ the ie1»a^ ei^np^Hsatiek •«ke]^wis« paid 
«p a««puecl 4h «ka«-9reav *e iadividwaia 




, , NSIA SUGGESTED REVISION TO 

DQb DRAFT 4/20/56 SECTION 17 

(ir) Pood Servi ce Goats and Gredlta 
Conaient, This olaaamcatlon has beoo.e a widely used and geaerally accepted 
cost of dolag buslaess. Such programs hare been generally adopted where they 
prcre of direct benefit to the operations of the contractor. The e^tpense of 
conducting these operations, *lch Is a form of fWnge benefit which enployee. 
aspect, should be clearly allowable and should not be dependent upon an Intention, 
of the contractor to operate the services at either a profit or no loss. The 
gains and losses shquld be allocated to all benefited actlTitlek and losses 
should be allowable subject only to the test of reasonableness and allocablllty. 
This class of expense should not be United to operatW conducted -at the I 
contractor's facilities- because fi^equently cafeterias or dining roc. and sinilar 
services are provided off the preitises due to space liaitatlons or the existence : 
of desirable facilities conveniently located nearby. 
Suggeatad Bflir<«4»r^. 



NSIA SUGGESTED REVISION TO 
DOD DRAFT V20/56 SECTION XV 



15y20t|'>2(l) Insurance and Indemnification > 

Comment: (3)(ii) Deletion of this subparagraph is recommended because such 
insurance has become a recognized element in doing business and the entire cost 
should be allowed. 

(3)(iii) These costs should be allowed unless the Government has 
specifically relieved the contractor or his subcontractors of the risks by- 
contractual agreement « 

(3)(iv) Provisions for losses under a self- insurance program should 
be allowable if such provisions are established on an actuarial or historical 
basis* 

(k) It is. recommended that this patragraph be deleted. It is 
logical to assume that normally both the Government and the contractor will 
desire to insure that adequate coverage is obtained. It would appear that in 
the absence of negligence on the part of the contractor indemnification by the 
Government against liabilities not compensated by insurance would therefore of 
necessity result from some totally unexpected occurrence which neither party 
could reasonably anticipate. For this reason, it is patently unfair to make 
the contractor responsible for insertion of express provisions to cover such 
contingencies*-" 
Suggested Revision : 

(3 )( 11 ) «e8*8-allewe€L-f eF-Hse-aHd-eeeupaHey-iHSHPaaee-shall-be-liHited 
%e-exelHde.eeveFage.9#.pFemy.iH*eFe8*y.FedeFal-iBeeae-tax88,.aiid-aay-9tke» 
iteas-ef-eest-HBailewable-HndsF-tkis-PaF^; 

(ill) costs of insurance or any reserve covering the risk of loss 
of or damage to Government- owned property are URallowable except to the extent 
that the Government sfeaH-have-apgFGved-eF-Fe^HiFed-SHek-iHSwaHee-eF-Feeejw^; 
has specif ically relieved the contractor or his subcontra ctors of the risks by 
contractual agreement. ' — ~ 



NSIA SUGGESTED REVISIOn TO 

DOD DRAFT k/20/36 SECTION XV ^ 



(iv) «e8*8-©#-p3PGvi^Hg-a-FeseF¥e-fe» Provisions for losses 
under a self-insurance program established on an actuarial or hlstoricaTTasis 
are Haallovable m^ess-the-pi^egFaa^-k^s-beeja- 

teHeeraedf-and subject to the, tests of- reasonableness and allocability under 
peuragraph 15-201 ^ 

(k) She-6eYeapimeH%-4fl-efeliga*ed-* 

iriBe-eKpTO88ly--]pFOvided-feF-im--tk8-eeBtFaetj-aetHai-le8se8«-Het-Fe^^ 
im8H3?aB86-4^to^Hgk-aH-appFev8d-89l^»iB8U3?aa6e-9yegyaa«-6y-e«k8^ 



NSIA SUGGESTED BEVISION TO 
DOD DRAFT V20/56 SECnON XV 

15*20i».2(lc) Ifelntenance and Repair Costs . 

O-ent, It 1. re=c««naed that ,*para^aph 2 deleted. I„ any operating 
Plant and M^Mne there U usuaUy so™ ele.«at of deferred Penance, and a 
oc^hlnatton of engtnaerlng and .^nage^nt .mi3 la neceasary if undue wear 
Plant hrea^downs or other undeslrahle results are to he abided. m^r!vs 
aecislon aa to when to repair la usuall. hased on whatever action, or Inaction, 
as to ^tenance will produce a ^ effect on cost. Deferred ^tenance 
arises ftrom such causes as: 

1. ^.ahUlty to cloa, a plant or part thereof, or re»o« a ^chlne 
for repair without Interfering with a production schedule. 

2. *^ "-^^llng Of periodic repair periods during Which .cc«ulatad 
. repairs and overhauls are made. 

3. ^ «l-*i-ly high cost Of overhauling a single lt«n a, c<»^d 
^th the collective overhaul of a group of lte„, during or following an operating 
period* 

The lack Of need for mure efficiency as In the case of an Ite. 
Which is to be disposed of. 

MlUtary auditor, and contracting officer, will not he ahle to deter- 
(a) deferred ^tenance arising out of ahn^ operating codltlon, and 
M When deferred ^tenance has heen delayed for a mure period. It Is he- 

lieved that the retention of subparaaraBh 9 tnn 

^ ^ increase in the number 

Of costs questioned- and can only result in T^,.<^1« ^ . 

onoy result in prolonged Justification and argu- 
ment and undue delay in settlement. 

Suggested Revision ? 



NSIA SUGGESTED REVISION TO 

DOD DRAFT V20/56 SECTIQiS X7 ^^--^ 

HHie8S-Bpe8i^ieaily-ppevided-fe»-iH-*ke-eeHtpae*^--Likewi8ey-*^^^ 

ef-HaiHteHaace-aad-yepaiip-HeFHally-pet^^ 

993?ied-ef-tke*eeHtFad4«-aFe->mallewabld-imle68-r6^g^ 

«eR%vae%# 



. NSIA SUGGESTED fiE7lSI0N TO 
• 1^15 DfiAJT V20/56 sicnoS JC7 

(m) MATSaiAL COSTS 

.;C6nmeats = No Comment 

(2) No Comment 

(3) No Comment 

are logical, and ha?l be^ 5* '"^^^^^^ ^ed to reduce Jh?Si°°^*- ^e^: the 

J^wdence was exerellL ! ^PP^^d consistently over a noffj V*^^®" °^ inventories 

wherehy a contractor is tat iJ^fi^ P^^posed draft. The conti^cts. 
ijarealistic, but cbntJIr? L^T^**"^ ^° ^ of hff ^^^"^.^^ Paragraph, 

Certainly, it is no? f concepts of a cost ^ is not onll 

Of costfihich l« ^l^^! ^*?^t Of the clause to denT^Sii'^""* ^^P^ contrac?/ 
Poetical stSdpJinf^rw ^ °ther sectioSI 5!^^««"«at of the sa^e types 

and the contSctS omler^ ^e^Pl^cing an UnfS b^,Voi\Jff a ^ 

T'hich are Inhere^ in thf ^ ^ attempting to fulfiiiTr?„?°^^o*? the contractor 

• mv wnich we doubt can be fulfill 

•fse. tocSde wLSff "f *° ? l^itlmte item ofcoMS.r'^ from sources oSlue 
«coUm ttft. f* '^"^ the ContraotS oIli^T' P"f"- Thire are 

that ..oe'irL- r^--^-'^^ ' ^ 

xrom outside sources • . If 



ection of defective worfc.) ' °^ *^ contract relatiL • of 

^2) c Section arid to ; 



f5) p period 



NSIA SUGGESTED REVISION TO 
DOD DRAFT V20/56 SECTION X7 

15-204. 2(0) Patent Costs . 

Conment: It is believed that all costs leading to the issuance of patents as 
well as infringement, investigation and litigation should he regarded as allow, 
able costs. The wording in the proposed redran is unduly restrictive inasmuch 
as it implies that only those costs specifically mentioned are allowable. The 
last sentence has been deleted since it appears unnecessary and in conflict 
with the rest of the paragraph. 
Suggested Revision ; 

and otaer documents FeeHiydd-bv-tba a^^t^o^i iJl^a ^ aiscxosures, reports, 
amd (v) below. ) •**'^y**-*®-*^«-S«^*»ae«*T-a»e-ai4ewabl9. (See also (u) 





' 15-204.2 (p) PaMlfi,^ PI... 
Tart 6 of S.otlon W haretofor. «t forth Int. rpr,t.UoM th. co,t 
pri«ipl,. .ppiyi^ t, pension „tlr.„«t pl„,. s„h Int.rprotatio., 
..r. guiding «ther than ^ndatory. ais propose, paragr.^ Inoluda. „tarlal 
pr-^oual. „t forth i. Part 6, If Part 2 1. to h, l^orporatad in oontraot. 

in th. paat thi. .in r.,«lt In th. inoorporation of proc.<W 
rath,r than of haaio prinoipl... ^„ ^ ^^^^^^^ 

P^ohW. It ^^ ^^ ^ Part 2 oouM h. oonfin.* 

to th. U.i, j^ipi. that panaio. .oat, ar. .nowahl.. s.par.t.1, th.r. oonM 
b. ,.t forth in . r.lat,d Part, auoh a. 6, Intarp^ftion. and ,th.r 
«terial necaaaiy fbr th. guidano, of auditors „ .o.t,«tlng offi.„.. 1 

1. addUion to th. aho™ g..,ral ,ngg..tion th. foUo.ing ,„..t. „. J 
" thi. paragraph .nd ha« gi„n rta. to th. sngg.ated r.Ti.io.. 

(1) P...lon plana of co«.roial .ntarpria.. (oth.r than ta,-.;„pt. ,o..p„«, 
l^titution.) ar. alread. ,nhj..t to th. .ppro«l r.,uir...nt. of th. Int.„al 
H«.nu. sarvio,. Approval h. th. MiHtaxy ^p^...,, ^ ^ 

b«xd«. and p„3ion plana of individual ,ir„ ar. for™Zat«, .ith 

th. awroval raquir™.nt. Of th. Intamal Bavann. S.rvlc. in nlnd. 

(2) '•"i" «tir«.nt plana b. aatahHshad Which ar. d.p.nd.nt 
upon profit.. . auoh Plana, if .pprovad h. th. Int.„.i Bavanu, a,^o„ ahould 
be acceptable to the Mllitaxy. 

(3) Allo»bl. coat. Of panaion plana ahould not h. linitad by th. anount. 
olain^i and daduotibl. in th. ,urr.nt t.„hl. pariod. «I,..tio. of ooat 
h.t...n yeara on th. baai. of Int.rnal ^.u. taohnioal linita. which ^ 

^iiaallo. in on. year and pic. up in ,uba„u,nt year., ia inpractical and ahould 
.»t b. r,^.d 30 long aa a oonaiatant .,th^ of contribution i. foZlowad ^ ' 



the ooatraotop; 



Of <.et.™i„i„, cats w already , . 

proTlalons fop tha tfr.-t 
Of rararalona^ oradita. In wMoh ,„«t no special orov. , 

I»oiai prOTlaloa for arah oredlta ahould ba ud. 

.»o„K. b. praaoribad .l.oa tMa la . _ . , 

Prooadural «ttar nthap th«, ona of , 
P-e.Pl... 3.0b oaaaa aHouXd b, bandlad b. . .atbod .o b, b 
individual ol«»,t.«,.. ' ^"^^^ ta..<l o. 



(1) 



*«^bM^:«rL^fr!S*°'^ ^« determined actuariallv * required oontri- 

(1) oo«t«otora who ar. aubjaot to ,.d,»l l«o„ ta.. ..d 

^« snail be det©r^-!t.«^ w 



cognizant Department 71 4 

(1) the requlreaeata of ASPb lit onn ^ 

^4^^ ^ ahall be satisfied, 

'^®^"ff"*^«-eafl©-©#_ae»«»e#A4 

*fee.a«6H«t.whieh-enii:fea^rw:*Tf*"*^«*«*"'»**«Wy 
#««'-?^^erai-4Me«e.J;ti^^;«:«^J-«*-««i-^ 




(A) are disallowed for tax purposes, or 



(B) la the case of noanrofit + 

could hare been djslnoied foJ'T'^^P* ^Wzatlons 
organizations been to tJ^ ^"^^^^^ had such 

tax, and ««oject to the payment of incoae 

I4i4i la. determining the B«i 

allocable M^^^^S^^feiSg^ pension plan costs 

reasonaM. ^ MlnT T li^ hm 1, ,? 1^ °^°^ nnti „ | ! f 

anraja^eaent 




w#iea*e^.4a-*fee.,ea4?ae*,4a.^S!a^!!|:;^^^^ 
pension pOana .a a^JecH: cte^L^L"^^^^ or%a%^fr 



NSIA SUGGESTED REVISION TO 
DOD DRAPT k/20/3S SECTION XV 

15-20l»,2( r) Professional Service Costs -> Legal, Accountlnp;, Engineering and Other . 
Comment I (l) OMs paragraph as written singles out the costs of professional 
services rendered "by members vho are not employees of the contractor, and esta. 
bllshes factors for determining allowability which are inequitable.. IVhether or 
not professional people are on the contractor's staff or separately engaged 
should not be a factor in determining the allowability of the costs of their 
services. 

(2) In addition, the past pattern of such costs, the Inrpact of Govern- 
ment contracts on his business, the nature of his own organization, etc. should 
also not be determining factors as to allowability. The scope and extent of : 
Government regulations, the changing requirements of contract clauses and peril 
of loss in connection therewith make it necessary that the contractor avail him- 
self of professional assistance. As a class, such costs should be allowable 
subject to the application of the basic principles and standards set forth in 
15-201 relating to reasonableness and allocability. 

(3) The cost of successful defense of anti-trust suits and the 
successful prosecution of claims against the Government should also be allow- 
able. The last sentence appears unduly restrictive. Rather than restricting 
allowability to those Instances In which provision is made in the contract, it 
is recommended that such costs be subject only to the test of reason and aUoca- 
bility. We suggest the clause be rewritten as follows: 

Suggested Revision; 

(1) Costs of professional services rendered by the members of a 
particular profession whether as members of the contracto r's organization or 

allowable, sub- 

ject to ^2; and p) below, when reasonable and allocable in accordance with the basic 
principles and standards of 15-201 . jfca-yel ailen-te-tke-seFvieeB-yeHAeye^aBd 



Retainer fees ta 1*^^ 



NSIA SUGGESTED REVISION TO 
DOD DRAFT V20/56 SECTION X7 



RENTAL COSTS (INCLUDING SAIS AND "lE&SEBACK OF FACILITIES " 

Comments (l) No Comment 

^ '^^^ deleted provisions would actually oenaliza rnn+T.t.«+«^ t 

from common control as with the contractors who have ^n?Stion!l ?^ f " leasing 
the rental charges are the same for both or where Ihe eSIS«i ,^^i fr^i ^'^^'^ 
actually lower. It would be very tare indeed tffinH f^""^^^ under the foimer are 

the renLl rate is equivalent l^no'SiL^sts/LS^^^^^ ^'tl' 

and maintenace e^qienses. * u«i as aepreciation, taxes. Insurance 

to provide adequlte'\i?e2Sr12if Clause (l) seems 

from a possible situatiof wJ^re reStll HelseSSk'wrs^ Government 

value. The basic rule of reasonablenesHS ?orth J^Sa^f (l) wmS f^bitrarily high 
rates must be reasonable in light of tte tT?^ ? *--Lause u; which indicates that 

Of the facilities leased, %pefrs -?o 2^e Se'G^t^r^'T%'°°'^*^"' ^^^^^ ' 
clause is pennitted to r^maS aririTtL r^^T?!*^ protection. If this 

be penalizing companies^ Save a^S lelf^^S^a^^aSL^r^^ ^'^'"^ 
companies holding conventional eases. Tt w^ld be veS^ S^eS T^ff 
tional lease where the rental rate was eauivalent tl^o^^i t *° a comren- 



adequate protection^aSst'a^ the Govenm>ent also has in Clause (l) " 

under a Laseb^T ^ ^trp^^rrlS^LL^JJo^^ '^"^^ ^P*^^'^ 

»iTp^^^^^^^^^^ N^te ^ 

««tal agreLnta lor' ^'0?^^^ ™ 

Suggested Revisions ; 

property are aiLaS^S ?he*?a?fs^Sf%^^^f '.^ equipment and other personal 
type, life e^cpectancy! ^i^i?iof ^ li;ro?'ti%f . n^'^^^ such factors as the 
and other ,prpyisionrpf the ren?alagr^en?f ^^^il^^ies leased, options available, 

zations under coLn'^S^ol'are'^S^a^ele^'S?'' "i^t' divisions, or organi- 
charges do not exceed the nomS ^ the extent such 

costs specifiePL ^S'sL^'^e" e'^L^f a°^^^ ^ --*-<^t, rental 

selling plant facilities to Svestment oraJnJ^!?- ' incurred by contractors through 
to private investors, and coSurJ^nSy SfSS wS'.?'"^ insurance con^^anies, Sr. 
onJy to the extent that such reSls nof^ facilities, are allowable 

property Arom other sonrc.. . ge^a3:He4-l^ga^4^e-t«-4he-iae43A%^fl , for slMlar 



NSIA SUGGESTED REVISION TO 
DOD DRAFT h/20/'^6 SECTION X7 

15-20Jk2(u) Research and Development Costs ♦ 

Comment: (2) General research covered in this paragraph should he allowable 
subject to the application of the basic principles and standards set forth in 
15-201 relating to reasonableness and allocability rather than being dependent 
upon specific contract coverage • In addition, the last sentence of this para- 
graph should be deleted* Agreeing to divulge results is a very unfair condition 
for determination of allowability because general research is of benefit to all 
business* By agreeing to divulge results of such research and with no protection 
or guarantee that such information will not be made available to others, research 
upon, which a contractor may have devoted millions of dollars auad for which the 
Government is only a partial contributor can be forfeited to competitors at no 
cost to them* This appears particularly inequitable in view of the fact that 
the Government has no need for such information, since the results of general 
research can be applied to Goverimient production and the Goverment can be auto- 
matically apprised and benefit from such results without it* 

(3) In connection with related research on a product or product line 
to which a specific research and development contract relates, there is just as 
much benefit accruing to the research contract as would accinie to a production 
contract. OSierefore, no distinction should be made as to allowability of cost. 
In addition, the last sentence of this paragraph should be deleted for the same 
reasons as enumerated in (2) above. 

{K) This paragraph requiring research and development projects to 
absorb indirect costs shoxad be deleted since it is inconsistent with the prin- 
ciples and standards proposed in 15-201. U which permits the consistent applicar 
tion of accounting principles of the contractor. 



KSIA SUGGESTED REVISION TO 
DOD DRAFT k/ZO/^S SECTION X7 



(5) ..Revision of this paragraph is necessary to preclude automatic 
disallowance of research costs deferred from prior periods pending the deter- 
mination of the proper accounting disposition of those costs when such costs 
would otherwise "be approved hy the Contracting Officer as allocable research 
costs at the time proper disposition can he determined. 
Suggested Revision: 

(1) Research and development costs (sometimes referred to as general 
engineering costs) are divided into two major categories, for the purpose of 
contract costing: (i) general research, also referred to as basic research 
fundamental research, pure research, and blue- sky research; and (ii) related 
research or development, also referred to as applied research, product research, 
and product line research. 

(2) General research is that type of research which is directed 

toward increase of knowledge in science. In such research, the primary aim of 

the investigator is a fuller knowledge or understanding of the subject under ■ 

study, rather than a practical application thereof. Costs of indepefadent 

general research (that which is not sponsored by a contract, grant, or other 

arr^gement) are allowable if reasonable and equitably allocated to all work 

of the contractor. *©-%ke-ex«eB*-speeifi8aiiy-gFevide€L-iH-*ha-«eH%»ae*,— The 

«eHt»ae*ea?-Bhaii-di8elese-*e-tke-eevea?BaeHt-the-p«Fp©se8-aad-»e«wl*8-e*-8vi»k 
iHdepeaeLeBt-geHe3?al-i»e8ea3»eh« 

(3) Related research is that type of research which is directed 
toward practical application of science. Development is the systematic use of 
scientific knowledge directed toward the production of useful materials, devices 
methods, or processes, exclusive of design, manufacturing, and production engi- ' 
neerlng (see (1) above). Costs of a contractor's Independent related research 
and development (that which is not sponsored by a contract, grant, or other 
^J^ITJJ^ ^""^ allowable under any cost-reimbursement type predvietien contract.; 
provided the research and development are related to the contract product line. 
aHd-ggevided-fH3»%hey-that-%h9-e9B%yae%ey-eaBeleBe8-t9-%he-gevegBaea%-th9-guggege8 
Md-ye8Hlt8^ef-*ha-Fe8eaF9h.aad-deve4GpffleHt,--g«ek-eests-are-uiuiU©wable-«ade^ 
e©8t-pe4HkHa?8effiea*-typa-Fe6eaa?ek-aad-d8vel©p^ieat-e©at»aet8. 

J,h) lHdBpeadaat~3»e8eaFek-aad-d8vel©pmea%-pF©^eetB-skall-ab8©3Pb-tkeir 
app3?©|Fiate-8ka3?e-©f-tke-iadia.©e*-e©8t8-©f-tke-d8paFtaaa*-wk8F9.tk©-weFk-i8-per- 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior ti 
the award of a particular contract, shall not be allocated to that contract un- 
ill^ g^I!r^(j))^^^ contracting officer or allowable as precontract costs (see 



NSIA SUGGESTED REVISION TO 
DOD DRAFT V20/56 SECTION 3C7 

) . ..... -. ■ . : ' 

(v) ROYALTIES iLND OTHER COSTS FOR USB OF PAT ENTS 

Comments-: Royalties and fees paid for the use of patents are normal expense 
items and allowance thereof as a cost against GoTernment contracts should not be 
subject to specific advance approval. The Government is adequately protected by the 
test of allocaWlity and no -further restrictions appear te be- hec'essary 6r warranted. 

Suggested Revisionss . 

Royalties on a patent or invBntion, or amortisation of the cost 
!n.r??^Jf* * f f invention or rights thereto, necessary for the proper perform- 
S f^^ct applicable to contract prodt^^^ are allowable 

aye-TOa^lwabl9T such costs are allocable to Government -contracts^ ' i : 



NSIA SUGGESTED EBVISIOH TO 
DOD DRAFT V20/56 SECTION XST 



(w) SEygtANCE PAY. 



wouU be recoverable. This wouS c«a4 r?arof ?llS,'4''?°T^ P'*™'"*^ 
i*ich_n^r the dontraotor or the Oo^r^rt^^ll^to^^^ir"'^ contracts 



_ — ^^>«w^V»W^D« 

«d l^feaslble., iS^a?? ?hr2pJ^°S?'Sil^^^ 1» bothl^ra=t\cabir 

over a ,^er of yea« w«,ld -ke'ifCafSJe'^/li^^tg^^loye.s «cte«l baOc 

Suggested Revlsiona i 

Pasnnent addi«o?j:''?^:I?=^'aLrte33'^.r^°^ *° " dleMeeal »g,3, i, . 
ejnploynent la being teiiiiinaSd cJS! ""ntractor to workers whose 

extent that, in ea* c^^ ls «Sl„°d ^1)°?!,^.?^ '^"^ only to IS 
Mot} (ill) eatabllshed policy thIt\^nn?<J^* ' 3*"' t^^i «^l<»7eivenplSee aiiree- 
the contracts... part, o? (1^ c*??J^°2n\r:i'th^ ^fSla^^ ^J^fr™"- 

(2) Costs of servance paints a^ divided into two categorle. foUows. 

the contracts prides f^i^^^ T^S' ^ '■'•» 

ances such i»thS ;orvi"f.~°™?f- °f W for ncnnal sever- 

amounts accrued ar^ luocIteHo ou^!^ S^'* S"^*^' ^ 
contractor's plant- and ® Performed in the : 

o^^^.Zrt^lrirs'il\^^ upon cessauon 

enployment on othenrork of S^«n?^? of continuing 



(ii) 



1! 



NSIA SUGGESTED RTOTern*. - 



(cc) TRAVEL COSTS "" _ 

Coimnents (l) No Comment 



P«»i«lng quick ccntractor deli,!™" d IcSolr^"* *^ P^t^tion"^*^'^ ' 
Suggested R^4....^nn. 



Co^.t: Contrl^utW ana Bonatlona reco«„,.e. To. ..co.e tax ^ 

should be allowable subject to th« , , ^ 

3uDject to the usual tests of reasoaableaess «^ 
allocabillty. These Items are a ne«« . ^^e-ea- «d 

isw , . "~ '^^^ * business expense, industry 

Is being looked to and has » ^usxry 

«d has a civic responsibility to bear its share of 
expenses related to local «t«+o . 

local, state and national co«aunlty activities as 
.represented by non-profit health, velfam a». . 

Govern^nt poUcy has . e^-atlonal Institutions. 

costs thleo^! " ""'^"^ ""^"^ " — - the 

coats thereof have been recognized for incc^ ,^,3^,. 



Contributions and donatio* o 





lez 




Comeat: Such costs should be allowable to the extent that it can 
be deaoastrated that such expeases are ordii^ary aad-aecessary to the 
business of a rosontractoi';- 



Suggested Revlalnn 



Costs of amusement, dlYerslon, socliu^ aetlTltles Uad lacldeatal 
relatlag thease^o^ sum-^s mfeals, lodglag. reatala tr««ri!J:S I 
gratuities are unallowable. ; (1^^ 



Coinn»nt8: Where a contractor has n«de special «i . 

special plant chances in ^ 

. *o the costs or re- 

co.t. Of Oo«r-«« contract.. * " 

TM. ..cttoB «... th. t.« »iac»r«d" ^ . 

------- ^:^.^_^^:zrzr 

-X .o.t » .u t. co^tracto... 3 

by the Defence Saergency is occasioned 

. iaiergency is completed. Unless accruals « v 
are allowed as costs of th. p "^^"^ ^^^'^^^ 

. costs Of the Goremment vork vhlch occasion.^ ^ 
the contracts are m process th.. . ««asloned, them ^iie 

process, there is no effective vay to 
costs, Accruals m this catecorv * to recover the 

1» that a definite liability h«. v contingencies" 

xiaoiiity. has been Incurred. While t>,. 
-ived may not be susceptible to exact deter»ln .7 

able accruals should be allowed. ^^-ance, reason- 



Suggested Revision ; 



Reconversion costs are those incurred In or accrued ^-gnr ±hia ( 
restoration Qf tbe (^nti^ctor's-Jad^^ the sajne physical 

azTOngemeilt a^ condition existing limaedlatjely^^ prior to commencentent of the 
military contract work aiaiirtTOttrfi^^ 

HeconversjLoo costs are allowable a Jte®©avere4oa-He?^ttaes-^^ 

exeep^-btejj-fehergee*-^^ 
efelrVe^eettteed-by-stieh-^^ 



i5-a9lfr3-fe^ 15-20i^.2fbh^ access Paclllty Coats 

CoiBBent, :mustiy Is continuously faced with changing needs for plant 
capacity because of changes in production levels. Such fluc- 
tuations Bay result from doing business with the Govenment. 
TO the extent that excess plant is reserved for Government pro- 
duction the cost of such capacity should be recoverable as a 
charge against current Government business or recovered under 
a separate Government contract. Circumstances may not always 
Justify a separate contract. 
Suggested Bevlsion: 

o"e1 ?a^m1SsT:f^ep"^W^k^^^^ '^'^ -ntractor- 

mediately Prosj^itive pro^LtLn p^^se^ ^- 
of excess plant capaeily reserved ?S 2L,^!L^xi ;Jf!-« ^ ^o^ts . 
production flhan kI , L..Z..^. .^^ag-«»^t^tga»tea -Qovgrninent 
If a sepax^ trcont? act^ ^''^'^ faciHtl^B nr^ n,nr^. the subje ct- 



genses 



C«..t. «XA vl,v. „po. m. .ubject v,„ p„..«., ^ ^ 
CWl,. ,n«n in a letter dated 3 S.pt«.er 195* attached to vMc 
va. a .tate«at entitled "AUovabiaty of Intere.t » Borrced Capital 
in MlUtax, contract mclng-., Snppie^ntlng these, a letter dated 

F.br»,y 7. 1956 va. ..b.ltt,d t, «„ Honorahl. Heuhen B. Boberteon', Jr 

by Mr. K. further re.,0.. the., co.t. .hould 

be allowed. A copy la attached. 

Suggested Hevlfllont 

«^'l^^;e^^^J^:^t^^iJ°^^^r^ c*.t. .f fmancm, a^ 
«lth the preparation of thf prXiSf f»^f ^ t*" ^ <=<»™«^ 



NATIONAL ASSOCIATION ;1 OASD(S&L) 

qJ^ i/ MJcR Routing 

MANUFACTURERS ^S:^^Z^ 

or THS UMITCO^ STAT.S Or AMERICA (^Af JX^~ ~ ^ 

2 EAST 43 TH STREET - NEW YORK \T^. \. ^ 

June 1, 1956 
5_ 

Mr. npyd H. Mulit 

Director of Requirements, Production 

and Distribution 

Office of the Assistant Secretary of Defense ! 

(Stq)pily and Logistics) OoDy f ile^ ia- 

Rooa 3E822, The Pentagon ' vi&li:- i^o< 

Washington, D. C. ^ W^^— 

Dear Mr. Mullt: i 



195 



On behalf of NAM»s Goveraaent Contracts Coanittee I should like to thank ^ 
haring our representaU-ros attend the Mar 21 IQ'iA Jv. r.^^ ^ 

appreciation betiieen Gcveranent and industry repres«itati7es ofSriiSblLr^ch. 

sei^tsrtsrsss^: Dip^t:er^sidSn?-e^;^uS^r? ^ s^j- 

of Cost PrLndples, with llss^ i^fSSL icaS^ S ^5? TJ**^ 

would b« re-inartned br yoi^stJftf S Ji.^l*?'* P«»i»ioa» 

'^'^Z t ^^^^tnTa-z;^ -»„d.d « 

^5-20i>.2 (d) Compenaatto n for Parsonj>i Servleaa . 
Delete the following at the end of the paragraph: 

^ch deferred conqDensation benefits are based, other 
than pensicm plans (see (p) below) shall meet the requirements S 
the appUca^e provisions of the Internal Revenue Code and the re/m- 
lations Of the Internal Revenue Service. Also, the amoSt aSoSSe 
X «PPortio«nent to contracts in any o^^^' , I 
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(l) the amount contributed under the plan for that year; or 

(11) 1535 of the total cojnpensatlon otherwise paid or accrued 
in that year to the individuals covered under the plan; 

whichever is the lower 

15~204#2 (u) Research and Develoment Coats # 

Delete from paragraph (2) the last sentence which noir reads: 

'^The contractor shall disclose to the Government the purposes and 
results of such independent general research*^ 

Delete from paragraph (3) the last portion which reads: 

"and provided further that the contractor discloses to the Goveni- 
ment the purposes and results of the research and developosent* 
Such costs are unallowable under cost-reimbursement type research 
and development contracts.** 

It would also be necessary to change the preceding phrase of the draft so ^""^^ 
that it would read "are allowable under azqr cost-reiiabursement type con- 
tract" instead of "under any cost-reimbursemsnt type production contract"* 
In other words^ eliminate the word "production"* 

Furthermore^ it appears that this latest revision may' result in contractors absorb- 
ing even more of their business costs than under present Section X7* Hence we feel 
that the revision finally adopted should not under any circumstances be made appli- 
cable to current contracts* Daring the discussion at the May 21 meeting, Mr* Pilson 
of your office advised our representatives that a statement would be included to the 
effect that the new Section 17 would be applicable only in the case of contracts 
entered into ninety days after its publication* This would, of course, cover our 
objection* 

We should like to e mp hasize and supplement the foregoing and are, therefore, enclos- 
ing as At t ac h me nt A detailed vievs on a number of provisions i^ch we consider to 
be of exbremft Importance to industry* It is our hope that the Dex)artment of Defense 
will be receptive to these recommendations which we believe would prove fair to both 
Government and industry* 

Generally speaking, our comments on the present revision of Section X7 are the same 
as those submitted with respect to the draft circulated about a year ago* These 
views were forwarded to Admiral Thomas by letter dated June 20, 1955, a copy of which 
is also enclosed as Attachment B* 

■ 
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We know, of coursa, that careful consideration will be given to our suggestiona and 
shall be glad to disease them further at your convenience. In this connection, our 
representatives advise that the desirability of even more discussions between those 
drafting policies and industry meiBbers affected thereby, was emphasised at the 
meeting. By so doing, we believe considerable progress could be made toward arriv- 
ing at statements of principles agreeable to Government and industry. 

Sincerely yours, 

George ?• P# Smith, Chairman 

NAM^s Government Contracts Cosamittee 



GPPS:rce 
Ene^osuree 



NO INCLOSUTIES RETAINED 



ATTACHMENT A 



SUGGESTED CHANGES TO ASPR SECTION XV> PART 2 
PROPOSED REVISION (April 20. 1956T 

15-203#1 Generals 

(c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work per- 
formed in that period. The base period shall be representative of the period 
of contract perfozroance and shall be sufficiently long to avoid inequities in 
the allocation of costs, but normally no ifi-ae-eveH* longer than the contractor's 
fiscal year. When the contract is performed over an extended period of time, 
as many such base periods will be used as will be required to represent the 
period of contract perfoniiance# 

COMMENT 

The second sentence in this paragraph includes the provision that 
. the base period for determining ovextiead would be "in no event 
longer than the contractor's fiscal year#" This arbitrary re- 
striction seems \innecessary and we would recommend that the 
wording be changed to read as indicated* 

15-203 #4 Selling and Distribution Costs. Selling and distribution costs arise 
through marketing the contractor's products and include the costs of sales r 
promotion, advertising, distribution, and other related activities. Geaeyai^, 
eHeh-066%e-a?e-Het-a3:lewable-a6-a*6ka9Pge-4e-Geve?HaeH^-ee64->Fe4a^ 
eeHta?a6ts-4bHt-Bee-ASPR-.i§-204^3(fe)>. Hewevey, Subject to the other provisions 
of this Part, costs in this category, including supervisory and clerical costs, /"'"^ 
which relate to technical, consulting, and other beneficial seirvices, and 
which are for purposes such as application and adaptation of the contractor's 
products, a?atfeeF-thaH-puFe-ee4iiHg, are allowable if a reasonable benefit to 
Government contracts is demonstrated. Such costs shall be allocated to the 
contractor's commercial work and its individual Government contracts on an 
equitable basis. Because of the special problems that arise in this area, the 
contractor should identify in its records, by means of sub-accounts or other- 
wise, the items of selling and distribution cost considered properly allocable 
to Government contracts. 

COMMENT 

Before revision, this paragraph states that these expenses are 
lanallowable unless a "reasonable demonstration of benefits to 
Government contracts" can be showri^ Our suggested rephrasing 
switches the emphasis from generally \inallowable to generally 
allowable. Since bidding expenses are recognized as allowable 
items of cost in 15-204#2(b), we believe that other types of 
selling and distribution expenses should be treated in a like 
manner. 

15-204.2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs . Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include magazines, 
newspapers, radio and television programs, direct mail, trade papers, outdoor 
advertising, dealer cards and window displays, conventions, exhibits, free goods 
and samples, and sales literature* The following advertising costs are allowable: 
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(i) Advertising in trade and technical journals, provided such adver- 
tising does not offer specific products or services for sale but 
is placed in journals which are valuable for the dissemination of 
technical information vdthin the contractor's industry^ aad 

(ii) Help wanted advertising, as set forth in (s) below. 

(iii) General institutional and educational advertising should be evaluated 
as to allowability in the light of direct and indirect benefits to 
Government business • 

iiz} Product advertising is a selling and distribution expense and should 
be allowable in accordance with paragraph 15-203 > 4 to the extent 
properly allocable to Government business > 

COMMENT 

These changes will permit consideration of cases vrtiere advertising 
charges are part of Government contract costs* 

(c) Civil Defense Costs . Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack. Reasonable costs of civil defense measures (including 
costs in excess of normal plant protection costs, first-aid training and sup- 
plies, fire fighting training and equipment, posting of additional exit notices 
and directions, and other approved civil defense measures) Hft4e?4dkeA-ea-%he 
eeft^yaete p ^ e- pg eaieee pursuant to suggestions or requirements of civil de- 
fense authorities are allowable when allocated to all work of the contractor. 
Costs of capital assets acquired for civil defense purposes shall be depre- 
ciated in accordance with (e) below. ^ Exee pt ao G po o4:ga;ea3 Ay -p F 6va:4€d-!geg-4a 
%fee— eefiti?ae%^r— eeR%?ifeH%3iOfiO'"' te'*lLo(3&3k— eiv41k^ do^eHee ■ ■ i^HRd€ j ^ er— ^e** pipe jee%e— 

CQMHENT 

In the public interest, many contractors enter actively into 
civil defense programs of their community, even to the extent 
of loaning equipment and personnel to take part in the over- 
all program. As a matter of public policy, the Government 
encourages support of these programs by industry. Disallow- 
ance of such costs cannot fail to discourage this active 
participation by manufacturing companies. At the very least, 
provision should be made to make this the subject of special 
negotiation in the light of all attendant circvunstances, 
without the need of negotiating a special contract provision. 
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(d) Compensation for Pergonal Services » Compensation is allowable • The 
term "compensation" includes all amoiints paid or set aside, such as pension, 
retirement, and deferred compensation benefits, salaries, wages, royalties, 
license fees and bonuses^ The total compensation of an individual may be 
questioned and the amount allowed may be limited; and in connection therewith, 
consideration will be given to the relation of the total conqpensation to the 
services rendered. Compensation to sole proprietors or partners, however, is 
allowable only to the extent specifically provided for in the contract • Aay 
^e»-Hpe»--whi«fe-defej»i»ed-eempeftea^eft-^ 
pi^Q«4eee-4p^eiew-)7-ehaii-mee*-4he--i»e^Hip 

«eft*5»fte*«-4H-afiy-6He-yeaa^-«fea3i-fte^eKeee€k 

^fea^ea r - t o th 9-iRd^v^d%a3:6->^ o vorod und 9 y -4he->p3:6ftt 
whiekevey-ie-fefee-lewep-r 

COMMENT 

In general, the revision appears to recognize that corq^ensa- 
tion of necessity must be adjudged on the basis of reasonable- 
ness* Hovrever, an arbitrary limit of 15% is used in deter- 
mining the allowability of deferred compensation • This 
limitation nullifies the reasonableness test and should be 
deleted « 



(e) Depreciation . 

(5) Unless otherwise provided for in the contract, no use charge shall 
be allowed for assets still in use which have been fully depreciated on the 
contractor's books or acquired without cost ♦ Special amortization recorded on 
the contractor's books in accordance with a certificate of necessity is not to 
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be considered as depreciation for the purposes of determining whether an asset 
has been fully d epreciated^ Use charges for assets not fully depreciated on 
the contractor's books are unallowable • 

COMMENT 

To forestall an interpretation by Government personnel 
to the effect that an asset which has been fully amortized 
should be condidered fully depreciated, it seems that it would 
be desirable to insert in this paragraph after the first sen- 
tence the additional sentence included above • 

(g) Food Service Costs and Credits^ Food services include operating or 
furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor's employees 
at the contractor's facilities* Profits (except profits irrevocably set over 
to an employee welfare organization of the contractor in amounts reasonably 
useful for the benefit of the employees at the site or sites of contract per- 
formance) accruing to the contaractor from the operation of these services, 
whether operated by the contractor or by a concessionaire, shall be treated as 
a credit, and allocated, to all activities served* Reasonable losses from 
operation of such services are allowable when it is the: policy of the contractor 
to operate such services at a profit or at cost; provided , however, that such 
losses are allocated to all activities served. WheH-i*-4e-*he-pelie3P-e#-*fee • 
eeR*apaetei^te-#Ha?Hieh-€ueh-eef»vieee-at-a-leeej-leeeee-eH-flH6h-ep^ 
He^-be-aiiewBd-ae-a-eeet-uaieee-epeei^ieaaiy-pFevided^^ 

COMMENT 

Cafeterias, dining rooms and other food services are in the 
category of 15-204#2(f), ^»Employee Morale, Health, and Welfare 
Costs and Credits*" It should not be necessary to negotiate 
a special contract provision to cover this item of expense* 
Notwithstanding the intent of making a profit, loss or merely 
to break even, the net cost or profit of operating cafeterias, 
dining rooms and other food services should be allowed in the 
same manner as health and welfare activities incurred for the 
inqprovement of working conditions, of employee-employer rela- 
tions and of employee performance. 

(i) Insurance and Indemnification, 

(3) (iv) costs of providing a reserve for a self -insurance program 
are HHallowable Hsleefi if the program has been approved by the 
Military Department concerned; and 

COMMENT 

It fs recommended that the present wording be revised as shown 
to eliminate the emphasis on the unallowability of such reserves* 

(4) ^e-GeveFSHeH*-4fi.ebiigated-t9-4fldejaaify-fehe-«eati^a«*9y-e^^ 
the-e3*eflt-e3^e663^.p?9v4ded-^e?^H.tbe-eeHtyaetr--Sfe^ 
w4ee-e3q9i^ee4y-pFevided.feF-ift-the-eeHtFae47-aetHdi-l^ 

a:aeuyaHee-4th»ugh-aa-a^eved-6ei#-ifleHFanoe-p?egFaa-ei»-e*heiT*ise^-a^ 
Hfia^iiewable* 
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Although we are not certain of the exact meaning, it appears 
to us that Paragraph 4 shoxald be deleted • It is logical to 
assume that normally both the Government and the contractor 
will desire to insure that adequate coverage is obtained • It 
would appear that in the absence of negligence on the part of 
the contractor indemnification by the Government against 
liabilities not compensated by insurance would therefore of 
necessity result from some totally unexpected occurrence 
which neither party could reasonably anticipate* For this 
reason, it is patently \mfair to make the contractor respon- 
sible for insertion of express provisions to cover such con- 
tingencies • 

(k) Maintenance and Repair Costs * 

(2) gee fee - of mQ ^R^eftaa o 0 " and ^ po pajryy-wh^eh-ege-dei ftye4-#?e m " a ■ p0P 3;e4 

lae k -o ^ - fHRda-c m d-- ap e"perfemed- 4Hyii = ig "the-eeR^g&6%^^ 

Ske eS " Qpoo^^ifcea^S ^ y *— ppov^d e^— ^ey— 3Jft — ^h e— ee R%pa e^T — ^sfek e wBt se^ — %he—ee%iKa% e si— e ee^ 
e^Hfia4ft*eif3fc€»ee-aHd-a?epa»-»eM^ 

6eA^M%# 

COMMENT 

The allocability of deferred maintenance expenses to Govern- 
ment contracts should be a matter of negotiation between 
the contractor and contracting officer. The stipulation 
that these expenses are allowed only if they are covered by 
a specific contractual provision is unduly restrictive* 

(m) Material Costs « 

(6) Costs of material or services sold or transferred between plants, 
divisions, or organizations, under common control, shall be allowable only to 
the extent of; 

(i) the cost to the transferor; ^ 
^^li^))e¥es^i!e-%ke-3:6we2»7-^ffi^ee-^e4eM-e^kes^ 

%fe^,feaej; 0- of ■tbe-eee%-4e-4he-feyaRe^yey-» provided that, in the case of any item 
regularly manufactured and sold by any such transferor through commercial 
channels, a departure from this cost basis is permissible if the charge to the 
contract does not exceed: 

(i) the transferor's sales price to its most favored customer 
for the. same item in like quantity; or 

(ii) the prices of other suppliers for the same or substantially 
siiailar items; 
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whichever is the lower, \inless factors other than price warrant allowance on 
the basis of the transferor's sales price to its most favored customer • 

COMMENT 

It is recommended that the deletion indicated should be 
approved in consideration of the administrative burden 
involved in its implementation* . 

(r) Professional Service Costs - Legale Accounting^ Engineering, and Othen 

(3) Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense of 
anti- trust suits, and the prosecution of claims against the Government, are 
unallowable • S6e*e--e#-iega3r|'--a66aH»%iftg7-aHd-eeae«i*iftg^ 

COMMENT 

The last sentence appears unduly restrictive* Rather than 
restricting allowability to those instances in which provision 
is made in the contract, it is recommended that such coats be 
subject only to the test of reason and allocability* 

(t) Rental Costs (including Sale and Leaseback of Facilities) * 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of such factors as 
the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental or leaseback agreement* 

(3) giaee6-e4hegwi!ee-6pee4#4e€Q 3iy - py e v a!ded-4 n the 0 6H%ya^%yHPeR%a3i 
eee^ o - ■ opooif i e4-^ft-e63!e-ai^3ieaoo b Qo k -afflee»eft%6y-4fteHy2>e4-tey^ 
4 hP 9 Ugh"Oo 3AiRg-^^^jPaeaa:%a;oe to invootffi eft4--ef»gaH3:fla%^eM7-aH6h«^e'-Afl€\«^ 
ee apQnioaj -oa>-4e-' pp i vQt o 4Hve«%eg6 yand oon o u aMpeR^iry-^eae^ Rg " b a ok-t hQ -ea mo f a oil- 
4%± ooj oroi Q 3A6wab^e">efAy-%e-%h o ojcfcont that ouoh -yentalo ■do- n ot^xeeed-Heyaaag 
o e o t oy^€H oh Qo d e | S P Qelatio n | ■ %€ QCo g|" inouy a nooy"and " B a^^ 

C(MffiNT 

We recommend the above changes on the basis that clause (1) pro- 
vides adequate safeguards. Clause (3) apparently seeks to pro- 
tect the Government from a possible situation where rental mder 
a leaseback was set at an arbitrarily high value* The basic 
rule of reasonableness set forth in clause (l), which indicates 
that rates must be reasonable in light of the type, life ex- 
pectancy, condition and value of the facilities leased, appears 
to give the Government complete protection. If clause (3) is 
permitted to stand, the Government would actually be penalizing 
companies \Aio have sale and leaseback arrangements as contrasted 
with companies holding conventional leases* It would be very 
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rare indeed to find a conventional lease where the rental rate 
was equivalent to "normal costs, such as depreciation, taxes, 
insurance, and maintenance expense s^* attributable to the facil- 
ities leased. Likewise it appears the Government also has in 
clause (1) adequate protection against any situation where a 
contractor might arrange option terms under a leaseback so as 
to permit re-acquisition of the property at a price substan- 
tially less than its value as a resvilt of high rental payments • 
Note that clause (l) provides for a check of option arrange- 
ments and other provisions of rental agreements for the purpose 
of determining reasonableness. 

(u) Research and Development Costs . 

(2) General research is that type of research which is directed toward 
increase of knowledge in science. In such research, the primary aim of the 
investigator is a fuller knowledge or understanding of the subject under study, 
rather than a practical application thereof. Costs of independent general re- 
search (that which is not sponsored by a contract, grant, or other arrangement) 
are allowable to the extent specifically provided in the contract. 13a o- oon « 
%ya6%6y-ehai3B-diee^eee-%e-4h6 Govopnmont tho g^ygo6e€-aHd-yaeH^%fl-€^-flHeh-4fid^- 
peAieA%-geHe!?a^-£»eeeaFeh . 

(3) Related research is that tjTpe of research i\diich is directed toward 
practical application of science. Development is the systematic use of scien- ^ 
tific knowledge directed toward the production of useful materials, devices, 
methods, or processes, exclusive of design, manufacturing, and production 
engineering (see (l) above). Costs of a contractor's independent related 
research and development (that which is not sponsored by a contract, grant, or 
other arrangement) are allowable under any cost-reimbursement type pp e dH eta;6» 
contract; provided the research and development are related to the contract 
product line and the costs are allocated to all production work of the con- 
tractor on the contract product line; aftd -Bgevg=€led-gHyfehey- %faa%-%he-^eRtpae4e» 

3fieR%^-SHeh-eee*€-ape-«Haiiewable-«^ej»-€eeW^ 
de velopmo nt ^ e A%pae % d . 

COMMENT 

Agreeing to divulge results is a very unfair condition for 
determination of allowability because general research is of 
benefit to all business. By agreeing to divulge results of 
sy.ch research, and with no protection or guarantee that such 
information will not be made available to others, research 
upon which a contractor may have devoted millions of dollars 
and for i^ch the Government is only a partial contributor can 
be forfeited to competitors at no cost to them. This appears 
particularly ineqviitable in view of the fact that the Govern- 
ment has no need for such information, since the results of 
general research can be applied to Government production and ^ 
the Government can be automatically apprised and benefit from 
such results without it. . 
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In connection vdth related research on a product or product line 
to which a specific research and development contract relates, 
there is just as much benefit accruing to the research contract 
as would accrue to a production contract. Therefore, no dis- 
tinction should be made as to allowability of cost. 

(cc) Travel Costs . 

(4) Costs of personnel movement of a special or mass nature are allow- 
able . only wh e n an^kegiged-ep-a pp po v e d -aiH- wra ^ L^g- fey-^fee-^^ • 

COMMENT 

Under this sub-paragraph the Government is denying recovery of 
personnel transfer costs, except as specifically authorized in 
writing by the contracting officer, when such transfer is of a 
"special or mass nature". First, "special or mass nature" is 
a matter of opinion and is not clearly defined. Secondly, if 
contractors were to accept such a restriction, CPFP contracts 
would not carry a fair share of these costs which represent 
present-day normal costs of doing business. Fxirthermore, dis- 
persion of activities is in accordance with Defense Department ^ 
recommendations. In summary, we believe the cost of such 
personnel movement should be allowable, without specific 
authorization by the contracting officer* 

15-204.3 Unallowable Costs . 

(c) Contributions arid Donations. €ea*a?4bH*aeft6-a»d-4efta*4efts-ape 

Contributions and donations to established nonprofit charitable 
scientific and educational organizations are allowable provided that such costs 
are reasonable and are properly allocated to all work . 

- The propriety of the amount of particular contributions and donations 
and the aggregate thereof for each fiscal period must be .judged ordinarily in 
light of the pattern of past contributions, particularly those made prior to the 
placing of Government contracts. The amount of each allowable contribution must 
be deductible for purposes of Federal income tax> but the deductibility of the 
contribution for income tax purposes does not in itself .justify its allowability 
as a contract cost » 

COfllENT 

The necessity for supporting charitable and educational institu- 
tions, etc. is as normal a cost of doing business as is, for 
example, the payment of local taxes. Continuing support by 
industry of the country* s privately financed educational 
institutions is of paramount importance to the nation* s welfare. 
No one derives more benefit from such support than does the 
Government through its research and development contracts. 
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COPY WESTON ELECTRICAL INSIRUMENT CORPORATION 

NEWARK 5, NEW JERSEY 



June 20, 1955 



Rear Admiral L. H» Thomas, USN 
Office of the Assistant Secretary 

of Defense (Supply and Logistics) 
The Pentagon 
Washington 25, D# C» 

Dear Admiral Thomas: 

Attached is a statement of comments prepared by the Government 
Contracts Committee of the National Association of Manufacttirers upon 
the draft of a proposed revision of Part 2, Section XV, Armed Services 
Procurement Regulation. 

We compliment you and your staff for developing this draft for 
industry's consideration* We are all well aware of the difficulties 
encountered in its preparation and though we have certain serious objec- 
tions to it, we consider the development of this new draft a major step 
toward finalizing a substantially better set of contract cost principles 
than those in effect today. 

We firmly believe, too, that the Office of the Assistant Secre- 
tary of Defense (Supply and Logistics) is the proper organization within 
the Department of Defense to have primary responsibility for improving 
the existing contract cost principles inasmuch as the basic issues have 
a procurement ix>licy character, overriding in importance the related 
technical accounting aspects* 

We also want you to know of o\ar appreciation for having the 
opportunity to submit these comments and our readiness to be of assistance 
to you whenever you may wish. We would welcome the chance to discuss the 
whole subject with you at your convenience. 

Sincerely, 

(a) Ross Nichols 

Ross Nichols, Chairman 
Government Contracts Committee 
National Association of Man\ifacturers 
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Our vievrs are broadly divided into General Comments and 

Specific Comments* In the former category, we consider the foUovdng 

two fundamental issues i 

1# Proper Application of the Proposed Contract Cost 
Principles > Contract cost principles are an 
important tool in contract administration, but 
instructions for the use of this tool are lacking • 
Past and present experience with the misuse of the 
cost principles indicate the need for firm ground 
rules governing their use. 

2. Extent to which the Department of Defense Will Pay 
Its Fair Share of the Contractor's Costs » Arbitrary 
disallowances by the Department of Defense of some 
of the contractor's true costs are not consonant 
with sound business practice* 

In our Judgment, these two issues override other considerations. They 

should be faced up to and clearly disposed of as a matter of first 

priority in the total undertaking of revising the existing contract 

cost principles. 

Our views on these two issues underlie the observations which 

are set forth in the second part of this statement under the heading 

of Specific Comments. Here w© indicate our thoughts on specific 

paragraphs and language of the proposed revision. 



GENERAL COMMENTS - 

Proper Application of the Proposed Cost Principles 

The merits of contract cost principles cannot be weighed apart 
from the manner in which the cost principles are used# The question of 
what cost principles say is, to be sure, logically distinct from the 
question of how they are used# The reality of the matter, however, 
demands that the two questions be treated as inseparable* For years now 
Part 2, Section XV, ASPR has asserted that the cost principles therein 
are for use in cost reimbursement type contracts, and for years the cost 
principles have been applied to fixed price contract situations so as 
virtually to transform fixed price contracts in many instances to cost 
type contracts • 

A bulwark against this \inde sir able trend in contract admin- 
istration has been established by Department of Defense Instruction 
4105.11 (November 23, 1954)* However, this single instruction is not 
enough by itself to reverse a long-standing practice of treating price 
revision negotiations as though they were on a cost basis* Military 
auditors, for example, are still xmder Joint Letter No, 12, which 
occasions the treatment of fixed price contracts as cost type contracts 
by emphasizing the use of Part 2, Section XV cost principles in fixed 
price contract situations • 

The point is that no matter how sound these cost principles may 
be, they shoxild not be used to derogate contract pricing negotiations to 
a formula basis whereby price is essentially determined by adding together 
allowable costs and a profit allowance* There is need for specific in- 
structions delimiting the use of these principles, distinguishing between 



two entirely different kinds of contracts— the fixed price tjrpe and the 
cost type. In the absence of such instructions, there is inadequate 
basis for assuming that the cost principles—regardless of their content— 
will not continue to be misused in pricing proceedings pertaining to fixed 
price contracts. 

These instructions must not only be controlling over the pro- 
curement line of command, they must also be binding upon the audit line 
of command. Indeed, the whole issue of the proper use of cost principles 
is wrapped around the relationship between military buyers and military 
auditors. The proper relationship is one where the buyers have the freedom 
of decision for determining when and the extent auditors are needed and 
how their findings are used. Similarly, as auditors are in a service role 
to buyers, they should not be placed in a position of dominating or second 
guessing the very ones whom they are supposed to serve. It is submitted 
that if the buyer-auditor relationship were better defined, much of the 
misuse of contract cost principles would be corrected. 

Chir recommendation, therefore, is that the revised statement 
of cost principles should be accompanied by well-defined instructions 
delimiting their applicability. Such instructions, which should reflect 
the above considerations, might be set forth" in an expanded Paragraph 15-200 
or in Part 1, Section XV. In any event, the cost principles should not be 
released without adequate guide lines as to how they shoiald and should not 
be used, otheawise the same old abuses of the past may' be expected and the 
opportunity for accomplishing a major improvement in contract administration 
will not be realized. 



Extent to Which the Department of Defense Will Pay Its Fair Share 
of a Contractor's Costs 

Our standard for measuring the validity of the several paragraphs 

reciting allowability or non-allowability of contractor costs is stated 

briefly as follows: 

Unless there is overriding public policy to the 
contrary, the Department of Defense should pay all 
• of a contractor's costs which are allocable to 
Department of Defense business in accordance with 
generally accepted accounting principles as may be 
reasonably applied to such business • 

This is simply recognizing that the Department of Defense should pay its 

fair share of the contractor's costs • Anything less is unsound business 

practice. 

General rules arbitrarily classifying legitimate costs of a con- 
tractor as unallowable for purposes of contract pricing are by and large 
inimical to the proposition that the government will pay its fair share 
of costs # VJhereas under a reasonable allocation of costs to government 
contracts the government may very well not share at all or share to only 
a very limited degree in certain costs, the absolute disallowance of 
legitimate costs from any consideration regardless of their allocability 
to government contracts is detrimental to the full and proper use of cost 
t3rpe contracts. The revised cost principles should shift the emphasis 
from the question of what is allowable to the question of vdiat is reason- 
ably allocable. 

Since varying circumstances defy the application of inflexible 
rules and since sound accounting practico is open to differing judgments, 
appropriate allocability of certain costs in a given set of circumstances 
might very well be expected to be a subject about which reasonable men 



- 5 - 



might disagree The resolution of differing opinions in such circumstances 
should be regdrded as a matter of negotiation between the contractor and 
the contracting officer vdthin a broad framework of good accounting 
practice and fairness • This approach toward handling cost allocation 
questions is in keeping with the reality that cost allocations in many 
instances cannot be determined with scientific exactitude and are not 
properly the subject of arbitraary rules* 

SPECIFIC COMMENTS 
15-201 - BASIC PRINCIPLES AND STANDARDS. Reference to the 
exercise of good business Judgment as a factor in determining the allow*- 
ability of costs is repetitive of the test of reasonableness and invites 
second guessing. Accordingly, the reference should be deleted. 

Provision should be made to recognize standard costs and 
associated variances whenever their use is consistent with the contractor's 
accounting practice. Such costs are the equivalent of actual costs. 

15-202.1 - DIRECT MATERIALS. Costs of reasonable overruns, 
spoilage and defective work shoxild be provided for. 

15-202.2 - DIRECT LABOR. Use of average or standard rates if 
such is in keeping with the contractor's established practice should be 
provided for. 

15-203 .3 - SELLING AND DISTRIBUTION EXPENSES^ The broad state-^ 
ment that these expenses are not generally allowable is unfair. The 
proper approach is to indicate that the government should pay its share 
of these ordinary business expenses to the extent that they may be 
reasonably allocable to government contracts. 



15-204 •! - ADVERTISING. The severe limitation upon allowable 
costs of advertising is unfair. The proper approach is to indicate that 
the government should pay its share of these ordinary business expenses 
to the extent that they may be reasonably allocable to government contracts. 

15-204.2 - BAD DEBTS. The flat prohibition of allowing bad 
debt expenses is unfair* Again, the norm of reasonable allocability 
should prevail. This is particularly pertinent to bad debts in connec- 
tion with subcontracting. 

15-204.4 - CAFETERIAS, DINING ROOMS AND OTHER FOOD SERVICES. 
The limitation upon the allowability of these ordinary business expenses 
when the subject services are intentionally furnished at a loss is 
unwarranted. 

15-204.5 - CIVIL DEFENSE. The exclusion of contributions for 
projects not on contractor's own premises is xinreasonable. Effective civil 
defense cannot be localized to individual plant sites. 

15-204.6 - COMPENSATION FOR PERSONAL SERVICES* The arbitrary 
percentage limitations provided as tests of allowability of certain costs 
should be eliminated in favor of the standard of reasonableness. 

15-204.7 - CONTINGENCIES. Th^ blanket disallowance of contin- 
gencies is unrealistic. VJhen a liability exists, a reasonable estimate 
thereof should be permitted. 

15-204.9 - DEPRECIATION. As a matter of consistent accounting 
procedure and good business practice, depreciation recognized by the Inter- 
nal Revenue Service should be allowed. Double standards are undesirable. 
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- ENTERTAINMENT EXPENSE. Unless there is an overriding 
public policy to the contrary, entertainment expenses reasonably allocable 
to government contracts should be recognized. 

15-204-12 - EXCESS FACILITIES. The proposed basis for allowing 
costs of maintaining and housing idle and excess facilities is too narrow. 
The government should share an allocable portion of the contractor's costs 
for carrying idle and excess facilities which are reasonably necessary to 
his operations. 

15-204 .15 - INITIAL PRODUCTION COSTS. Provision for possible 
disallowance of excessive initial production costs should be deleted. 
If the government does not choose to pay costs of a contractor under the 
indicated circumstances, it should terminate the contract. 

15-204#16 - INSURANCE AND INDEMNIFICATION. Intrusion of procure- 
ment agencies into areas which are management functions through approval 
requirements should be discouraged. The test of reasonableness of coverage 
and of rates is sufficient. 

15-204.17 • INTEREST AND OTHER FINANCIAL EXPENSES. To the extent 
that these expenses are reasonably allocable to government contracts, they 
should be accepted. 

15-204*20 - MAINTENANCE AND REPAIRS. The allocability of de- 
ferred maintenance expenses to government contracts should be a matter of 
negotiation between the contractor and contracting officer. The stipulation 
that these expenses are allowed only if they are covered by a specific 
contractual provision is unduly restrictive. 
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15-204.25 - OVERTUffi, EXTRA PAY SHIFT AND MULTI SHIFT PRSOTIS. 
Contractor sho\jld have reasonable freedom of judgment with respect to 
premium pay to indirect labor* The unqualified requirement for government 
approval is needlessly burdensome. 

15-204 .27 • PEISION AND RETIREMENT PLANS* This paragraph, which 
now contains material beyond the requirements of a statement of cost prin- 
ciples, should be confined to the proposition that the government should 
pay such portion of the expense of Internal Revenue Service (iRS) approved 
pensions and retirement plans as may be reasonably allocable to government 
contracts. When these plans are not subject to IRS approval, the usual 
test of reasonableness should apply. 

15-204 .30 • PROFESSIONAL SERVICES - LEGAL, ACCOUNTING, 
ENGINEERING AND OTHER. Subparagraph (c) should be dropped. The cost of 
professional services in connection with organization and reorganization 
matters and with patent infringement litigation is covered elsewhere 
(l5-204#23 and 15-204.26), and the cost- of professional services for the 
other purposes indicated in subparagraph (c) is an ordinary business 
expense of which government contracts should bear a fair portion. 

15-204.33 RECRUITING EXPENSE. Costs of special benefits or 
emoliments should be subject to the contracting officer *s approval. Their 
\anqualif ied disallowance is unwarranted. 

15-204.34 - RENTALS OF PLANT AND EQUIHffiNT. As the general rule 
of reasonableness applies, the special regulations on sale and leaseback 
agreements should be dropped. 



- 9 - 



15-204 #35 - RESEARCH AND DEVELOPMEHT* Arbitrary percentage 
limitations provided as a condition of allowability of costs shooild be 
eliminated^ The nile of rea,sonableness shoi^Ld apply • 

Similarly^ the reqviirement for a contractor to divulge 
to the government the results of his independent, research should be 
stricken • The requirement is unfair • 

15-204.36 - ROYALTT PAICMENTS* To the extent allocable to 
~ government contracts, royalty payments should be recognized without 
special approval action « 

15-204.38 - SEVERANCE PAY. It is impractical to establish in 
advance a fixed method of allocating to government contracts the costs of 
mass severance pay. The basis of allocation should be open to negotiation. 

15-204.42 - TRAINING EXPENSES. The provisions are unnecessarily 
restrictive. The rule of reason should apply. 

15-204.44 - TRAVEL EXPENSES. The central point should be more 
explicitly stated; namely, that the government should pay the portion of 
the contractor's reasonable travel expenses allocable to government 
contracts* Reference to entertainment expenses should be deleted as this 
subject is covered elsewhere (l5-204.ll). 
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MTo Lo H. MuUt 

Director of Requirements, Procurement and Distribution 
Office of the Assistant Secretary of Defense 

(Sxxpply and Logistics) 
The Pentagon 
Washington 25> D* C. 

Dear Mr. Mulit: 

We are glad to have this opportimlty to comment 
on the recently proposed revision of Part 2, Section XV, of 
the Aimed Services Procurement Regulation. We appreciate 
particularly your courtesy in extending the deadline for 
sutolsslon of such coimnents in order to peznlt a more rep- 
resentative expression of views on this liiiportant subject by 
the Institute, in behalf of capital goods znan\if acturers, 
and by other organizations. ^ 

Background 

Before addressing ourselves to a detailed revLew 
of the proposed regulation, we should like to consider briefly 
certain larger issues which concern the history of contract 
cost principles, the present status of those principles, 
and their probable future scope and application. 

During most of the period of effectiveness of the 
present Part 2, Section X7, ASPR, contracting officers have 
been peiraitted not only to employ these principles In the 
administration of cost-reimbursement type contracts but to 
use them as a "working guide" in the negotiation of prices 
under fixed-price contracts. Largely as a result of indus- 
try objections that contract cost principles were being 
frequently misapplied to fixed-price contracts, this per- 
mission was revoked by DOD Instruction 4105.11. We have, 
as you know, already expressed o\ir ecpproval of that 
directive and we desire to reaffirm our stand. 

In revoking this peimlssive authority to .use con- 
tract cost principles as a working guide in fixed-price 
contract negotiations, there was an evident lack of 
coordination between proctirement and audit. As we under- 
stand it, mllltaiy auditors have continued, notwithstand- 
ing the provisions of DOD Instruction 1^105.11, to follow 
an internal audit Instruction (Joint Aodit Regulation 
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No. 12, August 5> 19^9) which authorizes application of ASPR X? cost 
principles in the preparation of advisory audit reports and segregation 
of costs without regard to the type of contract involved. The result 
would seem to he a negation of the intent of procurement hy the practice 
of axidit. 

General Connnents 

We are now coaoamenting on the second draft of a proposed revision 
of Part 2, Section XV, ASPR, the first draft having heen circulated for 
industry cMinent about a year ago* We understand that the Department of 
Defense is determined to proceed with early publication of the current 
proposal— in substantially its present form- -subject to an ex post facto 
review of contributions to profit-sharing plans, charitable contributions 
and donations, and expenses of general research* We are avare of the 
considerations prompting such publication by the Department of Defense but 
we have serious misgivings about the project on at least tvo grounds* 

First, the current proposal is a far more precise and definitive 
docxmient than the regulation vhich it vould replace and its very def initive- 
ness may be more of a defect than a virtue because of the very nature of 
costing questions* If it does not in fact enlarge the list of unallowable 
items of cost, then it does, at the very least, tend toward arbitrary dis- 
allowance of contract costs in sit\xations of the widest possible variabil- 
ity and in which, we believe, some area for special negotiation should 
remain* 

In addition, we are informed that the early publication of this 
proposed regulation anticipates the promulgation of a comprehensive set 
of cost principles applicable to all contracts* Almost certainly, the 
publication of the present proposal will upset in some measuure the whole 
complex of pre-existing contractual relationships in this area between 
the government and its cost-type contractors. And these same relation- 
ships face similar and further confusion in the planned publication 
within the next few months of the over-all set of contract cost principles * 

It would be improper, of course, to prejudge a ccarprehensive set 
of cost principles not yet in being* But we cannot fail to express oxxr 
general apprehension at a prospect which appears to us to represent a 
step backward. Having freed fixed-price contract negotiations from the 
narrow limits of Part 2, Section XV, of ASPR, by its publication of DQD 
Instruction lfl05.11 noted above, the Department of Defense appears now 
to be preparing for a retrograde movement. 

Assuming, without admitting, that a generally acceptable set of 
fixed-price contract cost principles could be developed, we are inclined 
to question the wisdom of its adoption. The effect might well be to im- 
pose a strait Jacket of predetermined allowability and unallowability 
upon contract situations the character of ytlch cannot possibly be pre- 
dicted. 

Within this context, let us consider directly the recent draft 
of Part 2, Section XV, of the Armed Services Procurement Regulation. 
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A3PR cost principles versiis generally accepted conanerclal 
accounting principles . -The current draft of proposed contract cost 
principles makes frequent reference to generally accepted accotmtlng 
principles. The application of such principles is, of course, a factor 
directly affecting allowability of costs. We cannot fail to reiterate 
that cost principles here proposed do not agree in many important re- 
spects with general commercial accounting practices. 

Inasmuch as our remarks which follow deal at length with indi- 
vidua! items of cost, it wiU suffice at this point to make the general 
observation that the proposed cost principles disallow categorically a 
variety of business expenses generally accepted in coaiaerclal practice— 
and by tax authorities— as normal costs of doing b\isiness. In our 
opinion, this incompatibility of militaiy contract cost principles with 
coimnercial accounting practice is veiy often inequitable, uneconomic 
frcai the over-all standpoint of the government and. in many cases, whollv 
unjustified. ^ 

Items for special consideration .— As in the past, this latest 
draft of Part 2, Section XV, ASPR, expressly disallows a number of cost 
item% the character of yhich may vary widely as between individual con- 
tracting situations. Examples which ccane to mind iizBaediately are general 
advertising, charitable contributions and donations, selling and distri- 
bution expenses, and entertainment expenses. 

We shall have more to say with reference to each of these items 
of cost at an appropriate place in our detailed comments but we should 
like to register at this point our general observation that the allow- 
ance of these costs— and quite possibly certain others --sho\2ld be made 
a matter of special negotiation depending upon individual circumstances 
in each case. 

Specific Recommendations 

Our suggestions which follow apply to pertinent subject and 
paragraph headings of draft regulations, as indicated below. As to 
those items on which we have not conmented, the views expressed in our 
letter of June 20/ 1955 (reproduced in MAPI Bulletin 3286, copy attached) 
still apply. 

Direct costs (paragraph 15*202) .— The language of subparagraph 
15-202.2, "Direct Material Costs", does not specifically include spoil- 
age, defective work, etc., although we assume that such items of cost 
would be regarded as allowable within the intent of the phrase "which are 
directly consumed or expended in the performance of a contract" • We are 
not necessarily suggesting that these items be specifically Included, but 
we shoxild like some conf innatlon or assurance that spoilage> defective 
work, etc., are not excluded. 

Indirect costs (paragraph 15-203>l) >— Under the terms of the 
new regulation, the base period for allocation of indirect costs can "in 
no event" be longer than the contractor's fiscal year period. We submit 
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that this €trbltrary restriction seems unnecessary and ve recoiaaiend that the 
language of subparagraph 15 -203.1(c) be changed to Indicate that the base 
period vlll not normftlly be longer than the contractor's fiscal year. 

Indirect manufacturing and production costs (subparagraph 
15-203 .2) >->If "units processed^ cannot be construed to Include "weight 
processed"^ then the latter standard should, we believe, be included 
since maqy industries use weight processing as a basis for Indirect cost 
allocation. 

Indirect engineering costs (subparagraph 15-203.3) .— This sub- 
paragraph of the proposed regxilation indicates that indirect engineering 
costs shall be allocated on the basis of direct engineering (by dollars 
or hours). It is entirely conceivable that a contractor may have a con- 
tract covering items procured commercially, in "vrtiich case no direct 
engineering, as such, would be directly applicable to the contract*. Under 
such circumstances , would the contractor be denied a normal appoirtlonment 
of engineering e^enses as a contract cost? If this is the effect of the 
proposed language, we believe the regulation should be revised to recog-* 
nlze this sittiation. 

Selling and distribution costs (siabparagraph 15-203.t») ^^»We 
disagree with the proposition— necessarily implicit in this proposed 
section— that selling and distribution expenses are \mnecessary in ob- 
taining government business. As in the case of advertising, these ex- 
penses are c\istomary costs of doing business and are especially related 
to the contin\ilng growth and vigor of the business enterprise and, as such^ 
contribute materially to the whole of the company's productive capacity. 
Although not perhaps directly allocable to any contract work, the govern- 
ment may nevertheless be the beneficiary of substantially lower production 
costs made possible by the volxmie €uid scale of operations that the con- 
tractor has attained through the Incurrence of such expenses. 

It is, of course, true that the subparagraph as now written 
would allow as contract costs certain selling and distribution expenses 
"if a reasonable benefit to government contracts is demonstrated". The 
whole enqphasis of the section, however, is in the direction of disallowing 
such items of cost; indeed, the contractor must assume the afflzmative duty 
of accoxmting separately for all items of selling and distribution expenses 
"considered properly allocable to government contracts" and must thereafter, 
presiamably, be prepared to demonstrate to contract auditors direct benefit 
to the government from any distribution and selling expenses which he may 
claim* 

We suggest that the ^ophasis which this language places Mpon 
disallowance should be eliminated. At the minimum, we reccnanend deletion 
in its entirety of the second sentence as well as the phrase "rather than 
pxire selling^*. 

General and administrative costs (subparagraph 15-203* 5) > - -We 
should like to suggest for possible incl\;ision in this subparagraph— as an 
additional method of acceptable allocation— the relation of the actual or 
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estimated time of Individvials engaged under the contract to total general 
and administrative expenses. 

Advertising costs (subparagraph 15-204.2(a)) .-.Thla is one of 
the cost items to vhich we have made special reference in our introductory 
comments. The proposed revision to ASPR, as in the past, would restrict 
the allowance of advertising costs to institutional advertising in trade 
and technical Journals and to help-wanted advertising. 

We feel it necessary to reiterate the consistent position of 
the Institute with reference to the allowance of advertising costs. 
Institutional advertising, regardless of the media employed, is a real 
cost of doing business and the pro rata shaxe of such costs should he 
allocated under cost-type government contracts along with other general 
and administrative expenses. At the very least, this item of expense 
should be aUocable to government contracts on the basis of a showing of 
benefits to the government, direct or indirect, in accordance with the 
standard established by subparagraph 15-203.^ for the allowance of sell- 
Ing and distribution costs. Again, the narrow restriction which this 
proposed regulation places on the allowance of advertising costs appears 5 
to Ignore the situation of the mantifacturer who furnishes military items 
at the expense of his normal civilian business and who, during an emer- 
gency period, must resort to institutional advertising for the retention 
of his normal meurkets. 

We have already outlined our views with reference to the allow- 
ability of selling and distribution e^^jenses under cost-type government 
contracts. Those views apply with equal force to the categorical dis- 
allowance by the proposed regulation of product advertising costs which 
are, of course, a form of selUng and distribution expenses, and from 
which the government has long derived demonstrable benefits in the form 
of enhanced productive capacity and lowered product prices. Such costs 
should be allowable subject to normal aUocation and subject to the fur- 
ther safeguard of individual negotiation as an item of selling and dis- 
tribution expenses. 

Civil def ense costs (subparagraph 13-204.2(c)) .— We must con- 
fess that we are canpletely unable to understand the restriction on 
allowability of civil defense costs to expenditures made on the contrac- 
tor's premises and the inclusion of an express prohibition against 
reimbursement for contributions to local civil defense funds. Clearly, 
the government desires the widespread support by Industry of civil 
defense programs. This we think is a wholly desirable policy and one 
vdilch is of special Importance in smaller communities. 

Numerous government contractors enter into the civil defense 
programs of their respective conmunities, their participation including 
not only direct financial contributions but the loan of company equip- 
ment and personnel. This active participation by manufacturing compan- 
ies In local civil -defense programs cannot fall to be discouraged by 
disallowance of contributions to local civil defense funds or to 
projects not on the contractor's premises. As a minimum and, in 
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accordance wltli the general observation indiided in our introductozy 
consnents, we recoianend that items now generally disallowed by the pro- 
posed sxxbparagraph be made the subject of special negotiation in the 
light of all attendant circumstances and without the necessity of nego- 
tiating special contract provisions in advance. We are taking the 
liberty of bringing this matter to the attention of Governor Val Peterson, 
Federal Civil Defense Administrator. 

Compensation for personal services (subparagraph 15-204*2(d}) > — 
This section of the proposed revision represents, we believe, an improve- 
ment over the language of the proposed revision circulated last year. 
In general, the revision recognizes that the allowability of compensa- 
tion for personal services is to be Judged on the basis of reasonableness 
under all the circumstances. This, we believe, is the proper test. 

Unfortunately, the subparagraph retains the 15-per-cent-of- 
total-compensation restriction to yhich we objected in our earlier 
statement. The effect is substantially to negate the test of reasonable- 
ness Tq>on which the newly drafted siibparagraph appears to be based. 
Moreover, this restrictive test appears unnecessary, in the light of the 
wholly proper statement that "the total compensation per individual may 
be questioned and the amount allowed may be limited; and in connection 
therewith, consideration will be given to the relation of the total ccxa- 
pensation to the services rendered". 

As we have indicated in an earlier statement, there is the 
widest vauriation in indtastry as among profit sharing and bonus plans and^ 
their relationship to straight salaries. Hence, the imposition of an 
arbitrary percentage limitatiftgi^ would almost certainly producej^rKatid^ 
and IneqxdL tab l e r^xatsT^ ' ^ Tfie^ d^tenairart^^ 

pervlces is ama^ter ror executive Judgment and we believe that the 
reaisonableness of total cco^ensation, in the light of the current labor 
narket and general business practice, is the proper criterion for the 

[allowa nce ^of cos^ for ^ - _. 

No mention is made in this subparagraph of contributions to 
profit sharing plans although such contributions were made allowable 
subject to certain restrictions in the earlier draft of this regulation. 
We believe that the present draft should be amended to affirm the allow- 
ability, of contributions to profit sharing plans subject only to the 
general test of reasonableness of such contributions. 

The cost of stock bonus plans was edso made allowable by the 
earlier draft of this regxilation but no mention of the allowability or 
unallowability of such costs appears in the current draft. Again we 
suggest a reinstatement of appropriate language making clear that the 
costs of stock bonus plans are, subject to the test of reasonableness, 
allowable under cost -reimbursement type contracts. 

Finally, the earlier draft of this regulation specifically dis- 
allowed as a contract cost the valoae of stock options. No mention of the 
subject is made in the currently proposed regulation. We believe that 
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this form of condensation should be made generally allowable in final 
regulations and ve repeat below our earlier statement on the subject • 

"The disallowance as a contract cost of the value of 
stock options to contractor personnel is contrary to 
a growing practice in American indiistry that is, in 
many cases, of benefit -to the government as well as 
to the corporation involved* Clearly such options are 
intended to induce the continuous employment of key 
corporate employees, the retention of whom may materi- 
ally affect productivity, efficiency and cost reduc- 
tion* The cost of such options is recognized as a 
business expense for tax p\irposes, and although we are 
not suggesting that such costs be allowed indiscrimi- 
nately for government contract purposes, we do believe 
that such items should be made the sxib Jeqt of special 
negotiation in individual cases." 

Depreciation (subparagraph 15-20lf>2(e)) *— We note that this 
section authorizes the use of amy system of depreciation accounting rec- 
ognized by Section 167 of the Internal Revenue Code of 1954* We commend 
this addition to the prior draft. 

It appears that the term "fully depreciated" as used in the 
proposed regulation may be interpreted to include those assets which are 
fully amortized under a certificate of special amortization, thus ex- 
cluding recoveries on any siabstitute basis after five years for certified 
facilities. 

The proposed regulation indicates that no use charge is to be 
allowed for assets still in lose \rtiich have been fully depreciated unless 
such cost is allowable by virtue of a special contract provision. 
Recognizing that such charges are not deductible for tax pxirposes, they 
are, we believe, perfectly legitimate charges in the costing of a product. 
We reconanend, therefore, that consideration be given to eOLlowing a rea- 
sonable vise charge for such facilities without the necessily of resorting 
to individual contract negotiations on the point. 

Finally, we urge that subparagraph 15-204. 2(e) (5) be further 
amended to include as the second sentence the following statement: 
"Special amortization recorded on the contractor's books in accordance 
with a certificate of necessity is not to be considered as depreciation 
for the pvirposes of determining whether an asset has been fully depre- 
ciated." 

Food service costs and credits (subparagraph 15-20i|>.2(g) —In 
the absence of a special contract provision, losses on food services 
provided by the contractor are unallowable as a contract cost \Aere it 
is the policy of the contractor involved to furnish such services at a 
loss. The employee benefits of cafeterias, dining rooms and other food 
services fall, we submit, within the category of "En5)loyee Morale, Health 
and Welfare Costs and Credits" covered by subparagraph 15-20lf.2(f) of the 
draft regulation. 
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Alternatively, they may be regarded as a type of fringe bene- 
fit covered by proposed subparagraph I2-204.2(h)« It seems to us 
uz^lecessary f 6r a contractor to negotiate specially in order to recoup 
allocable e^^enses of supplying fbod servlcea to eznployees notwithstand- 
ing the preseGLCe or absence qf an intent to lifeike a profit by the opera- 
tion of food seihrices. The net cost of Operating such services should be 
allowed as a Contract cQst in the saioe manner, as the costs of fringe 
benefits or of health and welfare activities incurred for the improvement 
of working conditions of employee-employer relations and of employee per- 
foxmance* 

InsTirance and indemnification (subparagraph 15-204.2(1)) ^ —The 
cpsts of providing a reserve for* a self -insurance program are declared 
to be imallowable unless the progrsa h^ been approved by the military 
department concerned. We suggest that thie regulation be amended to 
authorize geherally the allowance of sucii costs subject to the restric- 
tion that they should not be T^A-tTnhnirg^d In ftn amount exceeding rates 
charged for slmilair coverage by commercial Insiirance companies. 

Maintenance and repair costs (subparagraph 15-20t».2(k)) .— 
Allowability of maintenance expenses deferred from a prior period or to 
a later period should^ we believe, be a matter bf individual negotiation 
betveen the contractor and the contracting officer. In our view, the 
present stipulation that such expenses are to be allowed only as they 
are coveted by a specific contractual provision is \anduly restrictive 
and should be appropriately modified. 

Overtime > extra -pay shift and multlshlft premiums (subparagraph 
15-20U.2(n)) .— Expenses of this type are allowable only to the extent 



pressly provided for in the contract or otherwise authorized by the gov- 
ernment. While the language of this section is generally unobjectionable, 
we feel that it inay ignore a situation vbXch we belifeve it should con- 
sider. We have in mind the case in which the miinufacturer's production 
lines contain identical products intended f'or toth civilian and military 
customers. Tfoder this type of operation it seems wholly impractical to 
require a sepcuration of overtime premiiims on tho^e items intended for 
delivery under military contracts • If the language now proposed in this 
subparagraph, does not contemplate this type of situation^ then we recom- 
mend appropriately aaendatoxy language. 

Pension plans (subparagraph l$-20t»»2(p)) .— We believe that dis- 
allowance of contributions to pension plans where benefits are not 
actuarily determinable must be reconsidered in the light of the Canptrol- 
ier General's Decision B122U89^ dated March 8, I956, and which is con- 
cerned with allowance for contract purposes of the costs of a similar 
retirement plan of the Bheem Manufacturing Conqpany. 

We note that approval of a pension plan by the Internal Revenue 
Service does not necessarily assiire the allowance of the costs of such a 
plan by the military department concerned, althovtgh the rationale under- 
lyixig this rule is entirely unclear. The regulation should be amended to 
provide that approval of a peiision plan by the Internal Revenue Service 
will authorize reimbursement of the costs of such a plan under cost-relm- 
bxirsement type contracts. 



Mr. L- H. MuUt 



- 9 - 



June k, 1956 



Rental costs (including sale and lease-back of facilities) 
(subparagraph 15-204>2ti)) .-?We urge the deletion of subparagraph U) 
appearing in this section of the draft regulation. We think it unneces- 
sary iii the llfi^xt of the test of reasibnahieness laid down by subparagraph 
(i). Taken together, the effect pf subparagraphs (l) and (3) as now 
written is to penalize coinpanies which have sale or lease -back arrange- 
ments > as contrasted with companies holding conventional leases. 

We think it wotold be rare indeed to find a conventional lease 
where the rental rate was equivalent to "npx^^ costs, such as deprecia- 
tion, taxes, insurance and maintehincie expenses" attributable to the 
facilities leased. Moreover, it appears to us that the government has 
in siibparagraph (l) sufficieht prpteption against any sittiations where a 
contractor might ararange option te^rms landed a lease-back so as to permit 
reacquisitlbn of the property at a pilce substahtially less than its 
value as a result of high rental paymiehis. We believe that the general 
test of reasohableii^^ appearlxlg in subparagraph (l) is adequate and we 
repeat our suggestion that subparagraph (3) deleted from the regula- 
tion. 

Research and development costs (subparagraph 13-20U.2(u)) .— As 
we have suggested in our earlier statements on this point, we believe 
that genei^ reseiarch on the part of industry should he encoxiraged by 
the government as a r^tier of public policy and that the allocable por- 
tion of cost so incurred should^b cost -type contracts 
without requiring as a condition of such reimbtirsement an agreement that 
the contractor divulge tp the gdverniment the resxalts of independent 
general research. As a condition of contrjact cost allowability, a gov- 
ernment contractor may be reqxiired to forfeit xmder the tenns of this 
proposed regulation immeriseiy yaluable rights to the government and, 
through it, to coii5)etit6rs, at no cost whatsoever to the latter. In 
this respect, the proposed regulation is, we submit, both ineqxiitable 
and shortsighted. 

If there are cases in yhidi the government feels obliged to 
require a complete div\ilgence of the results of research, we reconanend 
that such disclosures be made Invariably a matter for special contract 
negotiation.^ We recommend further that the last sentence of subpara- 
graph (2) be deleted in its entirety or appropriately modified in 
accordance with these suggestions. 

On this same theory, we see no purpose in dlstlngidsblng between 
the allowability of costs of a contractor's independent related research 
and development under a cost -type production contract and under a similar 
research and development contract. 

Travel costs ( subparagraph 15-20U.2(cc)) The meaning of the 
phrase "personnel movement, special or mass nature**, is by no me€u:xs dear 
from the language employed in this subparagraph and would appeax, in any 
case, to be a matter of opinion. Costs of such personnel movement are 
made allowable only when authorized or approved in writixxg by the contract- 
ing officer. 
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This restriction, if we vuaderstand it clearly, is another 
exaa^le of the government's disinclination to accept a fair share of the 
normal cost of doing. hvisiness. The dispersal of defense activities is 
in accordance with general government policy and specific Department of 
Defense recommendations . We believe, therefore, that the cost of such 
personnel movements should be allowable without special authorization 
from the contracting officer but subject, of course, to the general 
test of reasonableness vmder all the circvmist£uices * 

Contributions and donations (subparagraph l$-20^.3(c)) . —We 
are completely vmable to understand the reasons which vmderlie the 
categoricsLL. disallowance of contributions and donations. Industry re- 
gards the cost of supporting established nonprofit charitable, scien- 
tific and educational organizations as a normal cost of doing business. 
Government encoxirages such charitable contributions as a matter of 
national policy. Moreover, the federal revenue laws recognize the pro- 
priety and desirability of such contributions as a matter of public 
policy. 

Although we do not suggest that any diminution of charitable 
comtributions will necessarily result from this aspect of the proposed 
regulation, the fact remains that the policy here proposed cannot fail 
to act as a deterrent to such contributions by manufacturing companies. 
This is of special in^jortance in smaller communities where failure to 
contribute to charitable funds would almost certainly result in higher 
local taxfes— which would, of course, be deductible under this same set 
of proposed cost principles. 

The timing of the announcement that contributions and donations 
are unallowable could not be less propitious. At the very moment that 
Industry is being enjoined by authorities on eveiy hand to assist finan- 
cially in the improvement of technological education, the Pentagon rules 
that no portion of such contributions is to be considered reimbxirsable 
as a contract cost. Accordingly, we are taking the liberty of bringing 
this phase of contract cost principles to the attention of the Presi- 
dent's National Conmlttee for the Development of Scientists and Engineers. 

At the risk of unnecessarily lengthening this discxission, it 
should be pointed out that government— federal* state and local— is in 
fact the principal beneficiazy of contributions and donations not only 
in the form of lower taxes as the resiat of a lessened charitable bur- 
den, but through an enlarged and improved system of higher education. 

We strongly urge, therefore, that allocable portions of con- 
tributions and donations be made aUowable items of expense under cost- 
type contracts subject, of course, to the general test of reasonableness 
which applies to the reiabursement of any cost item. 

Interest and other financial costs (subparagraph 15-20t».:^fg)) .— 
The express disaUowance of interest and other financial charge sls^ 
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consistent with long-standing Defense policy on the subject. Moreover, 
this policy, has for a number of years been consistently applied to costs 
incurred under all types of government contracts. 

The recent decision of the Armed Se3ndLces Board of Contract 
Appeals— Appeal of Wichita Engineering Company—ASBCA No. 2522, holds 
that interest is no longer automatically excludable as an allowable cost 
under a fixed-price contract subject to price redetermination. This 
decision of the Board, confirmed in part by the subsequent Gar Wood Case, 
vould appear to represent a reversal of earlier ASBCA decisions, notably » 
the Rainier Case. 

Althoxigh we recognize that the Wichita Engineering Company Case 
is not directly in point, since the cost principles here xinder considera- 
tion apply to cost-type contracts only, we believe that the decision re- 
quires a further consideration of the question. Not only does the case 
represent a significant reversal of the policy heretofore applicable to 
all types of contracts but it reqiiires legal hair-splitting of the high- 
est order to hold. that interest under a cost-type contract is any less of 
an actual expense than that incurred under a fixed-price type contract • 

GENERAL CONCLUSIONS 

The Institute's letter of J\ine 20, 1955, on this stibject empha- 
sized three basic propositions implicit in our approach to the proposed 
revision of contract cost principles. We have reviewed that earlier 
statement of general conclusions on this subject, in the light of the 
ctirrent revision of Part 2, Section X7, ASPR, and we believe that our 
observations in that letter apply with eqtial force today. They are, 
accordingly, reproduced in full below. 

"In the first place, we consider it exceedingly in^ortant 
- that this revision be completed in the light of the pro- 
curement problems existing today and in the foreseeable 
future. Procurement continues at a very substantial mag- 
nitude even thoxigh it is no\rfaere near the wartime point. 
There is, of co\irse, a continuing problem in connection 
with the procturemyent of aircraft, guided missiles, etc., 
althoxagh no tanique purchasing problems are raised by the 
procur«nent of the great majority of military supply 
items. Presumably, we are in the midst of a long period 
of procurement of goods which has leveled off at approx- 
imately $18 blJJLion per year. The same emergency 
characteristics of procurement which axe incident to an 
all-out war effort or sudden defense build-up are not 
present. Many corporations upon which the country must 
rely for great engineering know-how; imaginative, crea- 
tive research; and down-to-earth production results are 
nov engaged, for the most part, in strictly commercial 
lines. The government is therefore in competition for 
the best brains, the best know-how and the best facili- 
ties available in the public interest. Thus, the 
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problem is different than that obtaining in an emer- 
gency situation. The problem must be placed in its 
long-term perspective and we must not permit any part 
of procurement negotiation to be reviewed^ revised or 
extended without addressing the problem in its long- 
term perspective • 

"Having in mind this quick look at the problem, we 
believe that the cost principles revision shotald be 
oriented to a basic criterion or series of criteria 
which are fair to the government and to industry. We 
suggest as a principal criterion that the government 
should bear a fair share of the normal cost of doing 
business. 

"Equally as important, however, as the basic criterion 
we have suggested is the procedure for negotiation or 
implementation of that criterion. Some of the con- 
tract costs with which we deal here are, in our jxidg- 
ment, clearly allowable or disallowable by any reason- 
able man's standard and without too much debate. On 
the other hand, there is a body of costs which are 
not clearly definable because their character changes 
some^Aiat from case to case. We s\ibmit that in this 
area. ..the tool of individual contract negotiation 
should be employed rather than regulatozy fiat which 
will almost certainly produce erratic and ineqtaitable 
results." 



This concludes our observations and suggestions on the currently 



proposed revision to Part 2, Section XV, of the Armed Services Procurement 
Regulation. We should like again to express our appreciation for this 
opportxinity to offer our comments on such an important section of basic 
procurement regulations. If we can be of any further assistance or if you 
should desire to discuss these matters directly with representatives of 
this office, please do not hesitate to call, iqpon us. 



» » « » » 



Cordially, 




CWS:nrh 



MTTHEOX MAlfUFACTURn^o COMPAXY 

WAV.TMAM M. NA«8ACHO»CTTS 



MNCST r. LEATHKM 

ASSiSTANt TO TMC MCaietMT 



October 21, I958 



Hon, Perkins MoOulre 

Wuhington J?, D. C. ■ 
Dear Mr. Sacntarft 

luncheon mating «,*Sc&r'ir^"' "Ui! °^ ' . 

meeting with 70^^ S?Sber V'Tf^^^^J" 

the NSIA propbsals oTGosrpJil^i"/^" " 

two reXatiyel7 minor poihtd. ^ vSS ^1^. J^* 

acceptance, I recorrwSd to youftJe^fo^^ * 
again stadj these cirefaliv m^H^-^f . ' 
in the Tarious mattS^^i?,? ^ ^ declaims 
.• meeting. i^dlrsJ^^S ^f?^"^u** ^^^^t"^^ 1^ 

. to study then co^letely* : ^ ''"^ opportunity 

Sit'trihr^'SjSJsJ^J ^i;^^ -^enda 
changes* -^^^wy took exceptions or reconnended 

I reported to you that it va« .1 * ^ 

representativerihat severa^of^Jkfn^^f f l^dustiT 
siderable inportarice. and tiLf 4? !! 
by-line reriW SSl J'bTdes^^i ^ believed a li^ae- 
that you agreed that SiniJdlfil;, Anders tandUig 

with a li^uS^gro^ STSSdII ^i^rj*^^ Personally 
«ak. saoh a linjl^lli^* '•^P^^^^ ^ 
. we ean point out --eral tHJnlJiaX^^^g?^, 



Hon, E, Perkins MoGuire 



"2" October 21, 1958 

necaasary in the outatanding draft. It will obviously 

be more efficient if this review 15 made in as small 

a gro^p as possible, and by persons not wedded to the 

language presenUy proposed, I am sur<- that 

«.orvnander Malloy con^jletely fulfills these qualifications. 

^* ^'"di?ors°: '^'"'^"^^^ *° negotiators 

We discussed whether the fraaieivork of Po^t Pr■ln^^„^«- 

llplT^^i^^i^Tf'^l^^^^^^ br??e'S??ed, 
!oSf ffr+i ^/^^ °^ the fact that they embody- not onl^ 
?nc! f^**™*"** of principles but also many specific 
instructions comparable to those that would S S^a^ 
audit manual Anything contaliied m AS?R wiU ^oSblv 
• Sd,^?^7S'?^^ reference in contractual SaJses^ 

stand from you, however, that you fait t+ •. ^ f 

change the Jramework of'the C«TpS;cip^e8 Jut Jfl? '° 
. '^ht call them by some other namr^ iSi;it^ JhS%^^^ 
are not all intended to be "PrinciplL"? 

U. commitnwit for Issuance of cost Principles. 

?o Sfn^r^ I'^i commitment, if any, the DOD has made 
to lasue a set of Comprehen.tre Cost Princioles bv T 
itl'tntTt' l^^'^^l^^ that no foSS cSft^n? 
f«?/?i\^w nade, but that informally it is 

Coll pllLf ? °^P^^"«"t i» obligated^Jiie 
Cost Principles before January 1, 1959, 

5, Time for industry contnents. 

??Jir"'!fi'***^*' ^^^'^'^ ^ acceptable to have the 
• ■ ^^J^"^^' "enured by you In tlie October 15 mee?in<. 
begin when the transcript of the October T^llc^t^ meeting, 

CordlaUjr /ours. 
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DETROIT 
320 NEW CENTER BUruOrNG 



NEW YOR K 
366 MADISON AVENUE 




AUTO MO B I LE MAN U FACT URE«^S A5SS2)G r ATI ON IMC . 

1710 H STREET. N.W. WASHINGTON 6.D.C. ' REPUBLIC 7-377Q: 



L. L. COLBERT, PRESIDENT 

HARRY A.WILLIAMS, MANAGING DIRECTOR 



February 24, 1960 




Mr. G. C. Bannerman 

Director for Procurement Policy 

Office of the Assistaxit Secure tary of Defense 

(Supply and Logistics) 

iVashington 25, D C. 

Dear Mr. Bannerman: 

Thank you for your <;^c)urt^^ in malL'^ 
ing the press release and memorandum on qontra,0t 
cost principles implementation. 

This office, in turn, wil#lv^wpli^ 
these documents so that th# members pf tM^ _ 
organization will have the benefiu^^^^^^ thes^ im- 
portant guidelines . 



Sincere 1 




James G • £llis 



o 
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ACCOUNTANTS -AUDITORS 
MANAOeMENT SERVICES 



ERNST S ERNST 

UNION COMMERCE BUILDING 

CLEVELAND 14, OHIO 




OFFICES IN PRINCIPAL CiTtES 
ASSOCIATES IN FOBEIGN COUNTRIES 



November A, 1959# 



Mr# G. C« Bannerman^ 

Director for Procurement Policy, 

Office of the Assistant Secretary 

of Defense, , 
Washington 25 D* C# 

Dear Mr» Bannerman:-* 

Your kind letter of 2 November 1959 addressed 
to me in care of the American Institute of Certified 
Public Accountants has been forwarded to my office 
here in Cleveland^ 

I quite agree with you that this is of a 
highly controversial*iiature* I will look forward to 
any opportunity for discussions with you and your 
associates as the program moves along* 



. Sincerely yours, 
HTMcVifl General Partner* 







NATIONAL. SECURITY INDUSTRIAL ASSOCIATION 



.TioMAL MCAOQUA«Te«»: 1107 19th Street. N.W. - Washington 6, D.C. 
Telephone: RE pub lie 7 -7474 



R. C. PJUJiER _ 

Chairman, Board of Trustees f J^fk 

R. C. SIMMONS / ^ ' 
President 

R. M. AKIN, jr, vi 

Chairman, Executive Comittee 



R. N. MCFARLANE 
Executive Director 



4 November 1959 



Mr, G. C. Bannerman 
Director for Procurement Policy- 
Office of the Assistant Secretary 

of Defense ( Supply and Logistics) 
The Pentagon 
Washington 25, D. C. 



Dear Jim: 




Well, at long last we have Revision No. 50. Thank you for your 
letter and the advance copies. We've already notified our members 
that the release has been made and that copies may be received 
from the Government Printing Office. 

IWe hurriedly looked over the new Principles and I think they are 
much more readable than before, and Pm sure some of the provisions 
will certainly be more acceptable to industry. However, my guess 
is that it won't be long before we are knocking on your doors asking 
for a revision of this or that. 

Thanks again - I'm going to drop in to see you sometime. 

Sincerely, 



JDB:cs 



Director or Committees 




NATIONAL SECURITY INDUSTRIAL ASSOCIATION 



HATioMAL M6AoaoAHTe««: 1107 I9th Street, N.U^. • Washington 6, D.C. 
Telephone: R E pub lie 7 ^ 7474 



R. C. SIMMONS 

Chai man. Boani of Tr^sUes 
H. E. ISHAM 

President 

R. M. AKIN, Jr. 

Chainnan. Executive Comitf^ 

/ 

R. M. MCFARLANE 
Executive Director 



24 February I960 



Mr. G. C. Baimerman 

Director for Procurement Policy 

Office of The Assistant Secretary of 

Defense 
Room 3E822, The Pentagon 
Washington 25, D. C. 

Dear Graeme: 

Thank you very much for* your letter of February 23, together 
with the two enclosures. 

I certainly can agree with you that the problem of the shifting 
over to the revised contract cost principles is going to give a 
good many people a large-size headache* We certainly will 
give out a bulletin which will include the February 10th Memo- 
randum from The Assistant Secretary of Defense and will use 
the News Release, which you sent, in our next Newsletter. 

It might well be that we will ask you for a conference on the 
general subject of conversion to the new cost principles. 1 
agree with you, on a contractor-by-contractor basis, you 
would have some job. 

Sincerely, 



JDB:ih 
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MACHINERY and ALLIED PRODUCTS INSTITUTE 

1200 EIGHTEENTH STREET, N. W. WASHINGTON 6, D. C REpublic 7-6512 

May 18, 1959 



The Honorable Perkins McGuire 
Assistant Secoretary of Defense 

(Siipply and Logistics) 
Department of Defense . . * 
Washington 25, .D# C« 

Dear Mr# McGtiire: 

You vlll recall oxar conference on April 30 • I have 
since been advised by a member of yoiur staff that there may 
be no further opportimity for the Machinery and Allied Prod- 
ucts Institute to review the cuirent draft of proposed com- 
prehensive contract cost principles • In addition, I understand 
that you and your staff are ma3d,ng every effort to coordinate 
the current draft vlth the individual military services and to 
publish the document in final fozm at an early date* 

We are of course altogether sympathetic with your 
very understandable desire to issue the so-called comprehenisive 
set of cost principles as soon as possible. 

Even though It appears that ve may have no opportun- 
ity to stxidy the current draft of canprehensive cost principles— 
and having in mind the hazard involved in making further canment 
without being in a position to relate it to specific current 
language— ve should like n cYertheless to re-emphasize in brief 
our view that the issue of first importance is the scope of 
applicability of comprehensive cost principles • We are proceed- 
ing on the asstmiptlon that any change in the Pentagon point of 
view on this question, as expressed by government in the confer- 
ence with industry on October 15, I958, is simply a matter of 
degree and that the baislc position remains substantially un- 
changed* 

Applicability— The OverrldlDg Issxie 

It is our concern over the possibility that no sub- 
stantial change has been made in the scope of the proposed 
regulation's applicability that prompts us gratuitously to add 
this supplemental note to prior Institute comments on the sub- 
ject* 
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Attempts to cure the applicability problem Past statements of 
MAPI and other Industry organizations have Iterated and reiterated the 
suggestion that promulgation of a comprehensive set of cost principles 
(-i^ch is essentially a catalog of unallowable and allowable items) with 
general applicability would serve to convert fixed-price contracts—in 
varying degree — into cost-reimbursement agreements* In response to these 
Industry representations Pentagon draftsmen have attenrpted to so distin- 
guish between the applicability of cost principles to fixed-price contracts 
and cost-reimbursement type contracts as to prevent the eventuality which 
industry generally has predicted. "These changes in drafting the so-called 
comprehensive cost principles would seem clearly to reflect a recognition 
on the part of your staff that industry's stiggestions were well taken and 
that the problem to -vdilch our past comments applied was a distinct possi- 
bility. 

Fundamental fallacy of the appro€tch .— Freely auinowledging the 
sincerity and the artfulness of Pentagon draftsmen in attempting to dis- 
tinguish between the effects of applying a single set of cost allowance 
standards to both fixed-price and cost-reimbiarsement type agreements, we r- 
remaln convinced that the approach is fundamentally unsound and that the t 
probable result of across-the-board applicability will be to transfer the { 
disadvantages of cost-type contracts to those of a fixed-price character^ 
This is a matter in which a compranise, a straddle, is Inipossible. As 
long as the catalog of allowable and unallowable costs is applicable in 
apy way to fixed-price agreements there is the inevitable tendency toward . 
conversion into cost-reimbursement contracts. 

We should add by way of emphasis ttiat the unfortunate result 
which we have so frequently predicted wiH not and cannot be avoided by 
mere rearrangement or reorganization of textual material; or by paying lip 
service to the eminently sound policy and philosophy to be followed in 
fixed-price contract negotiation as set out in Section III of the Armed 
Services Procurement Regulation; or by suggesting that as to fixed-price 
agreements the catalog of allowances and disallowances be eznployed in a 
somewhat different fashion than when applied to cost-reimbursement contracts* 

As a footnote to this discussion we cazmot fall to take note once 
again of arguments advanced by the Pentagon spokesman on this subject at 
public hearings conducted by your office on October 15, I958. At that time 
the Department of Defense seemed to argue that the issue of applicability 
is somehow separable from, the content of the regulations to be applied. 
It seems to us obvious that you cannot discuss applicability without exam- 
ining that vblch is being applied. This is not only good law; it is plain 
common sense* 

The Effects of Across-the-Board Applicability of Cost Principles 

Without attempting to reargue the case in detail, we should like 
once again to re-emphasize our principal objections to an across-the-board 
application of comprehensive cost principles. These arguments are covered 
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(i^ our statements of November Ik, 1958 (pp. I-12), and December 
tZ*^^^"-^)^'.^ ■^^b ^"^^ attached. We are most strongly convinced 

that ^Ucation of cost principles as now proposed to fLxed-pSce^d 
cost-reimbursement contracts alike viU result in serious injury to the 
public interest. 

Our reasons for thinking so can be very simply stated. Ilxed- 
price contracts vill be effectively converted iSo cStlreiSbSemSfLe 
contracts; pricing vill be by fotttula, vorking from the catalof ^eSSc 
S^^Sr'^ disallovances. OMs result will alinost ine^If 1^ bS^ S 
^1 SlndSs^^ ' consequences disadvantageous both tS^gove^t 

1. :^centive for gain— the most poverful single force in our 
vhole econony— by ;Aich costs are reduced and proats en- 
hanced vill be virtually obliterated. . 

2.. The costs of contract administration vill, in our Judgment. 

be necessarily increased in substantial amount tar reason of 
the necessity fbr additional audits, and the >diole process i 
of contract administration vill be burdened vith endless ^ 
niggling^vexations. And this, it should be noted, comes at 
a time vhen responsible men are demanding simplification 
and acceleration of the procurement process. 

In general, procurement vill be hy A,1H^^l■ , you vill have 
eSiSiScJ^^* activity-substaatially less procurement 

3. It vill tend in our Judgment to reduce- further the base of 
responsible contractors available to the government ser- 
vice, particularly in the field of standard commercial art- 
icles or those ^ch require only slight modification for 
■ military service. Many such companies— to vbom government 
business is a very minor percentage of their sales total— 
/ prefer, as a matter of policy, supply contracts on a fLxed- 
pxice basis* 

V. It vill impose vcpon contract terminations for the conven- 
ience of the government a standard of cost and profit 
allovance vhich is altogether inequitable under such cir- 
cumstances . 

5. It vill focus attention almost exclusively— and ve think 
most unvisely— on questions of cost and profit to the 
virtual exclusion of total price. Price obviously is not 
the sole consideration. Insofar as the expenditure of 
government money is concerned, hovever, price is of vastly 
greater importance then either cost or profit. 
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The effect of the proposal on subcontracts • — An examination of 
the most recent draft of comprehensive contract cost principles available 
to the Institute seems to make clear that such principles apply to sub- 
conti^ting as well as prime contracting. Again, ve have no desire to 
reargue completely the Institute's position with reference to this possi- 
bility but, inasmuch as the total dollar value of the defense subcontracts 
very substantially exceeds the dollar value of defense contracts retained 
by prime contractors, the question of the applicability of so-called 
principles to subcontracts becomes a matter of the foremost importance ♦ 

In our jud g ment, such application would have all of the xmdesir- 
able consequences identified above in connection with our discussion of 
the proposal* s applicability to prime contracts and would, in addition, 
have at least two other unfortunate results that deserve mention in this 
statement. 

By extending—at least to larger subcontracts—the same enlarge- 
ment of over-all cost and. administrative difflcxilty, which we foresee for 
prime contracts, the application of comprehensive cost principles to the r 
subcontracting area; will tend to aggravate and multiply these not inconse*i ' 
quential problems. In eiddition we think an even more serious effect may* 
be a serious disturbance—perhaps in some cases a nipture--of nozmal com-?* 
mercial relationships. 

The Exclusion of Advertised Bids 

We have been assxired and reassured that it is the intent of the 
Department of Defense to excliide contracts let ets a result of advertised 
bidding from the applicability of these newly proposed cost principles. 
At the minimum, in connection with applicability, we trust that this ex- 
clusion will be clearly stated so that there wiH be no ambiguity on the 
point. 

The exclusion of advertised bids flm the application of cost 
principles raises an interesting question. Assvmdng that the exclusion is 
correctf as to advertised bid contracts— and this is a judgment on which we 
think there can be no question— is advertised bid contracting given 
this treatment excloisively as distinguished from other types of fixed- 
price contracts? What is the theory -vdiich underlies the distinction? 
Vfhat are the characteristics of advertised bid contiracts, insofar as appli- 
cability of a set of cost principles are concerned, "vAich make them essen- 
tially different on this issue from other types of fixed-price contracts? 

We fail to see the distinction implicit in the differing cover- 
age and we think it might be a useful exercise for Pentagon drsUftsmen to 
consider again the reasons for the exclusion of advertised bid contracts 
and to consider further if the reasons justifying this exclusion would not 
apply in the vast majority of cases to other types of fixed-price contract- 
ing. We believe this reconsideration will point up a nimxber of matters 
very clearly— that in maiay situations vtiere the end result is a fixed-price 
contract and idiere negotiation is employed with or without the taking of 
bids there may be a substantially equal amoimt of competition present, a 
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flim and Irrevocable price may be Just as susceptible of detemLnatlon^ 
the government Interest may be fully protected, and vhat the government 
gets for Its dollar may be Just as good a bargain as In the case of a 
formally advertised bid contract • This is not to say that these circum- 
stances vill prevail at all times but they certainly viU obtain if the 
government procurement officers do their Job in the great majority of fixed- 
price situations • So the exemption of euivertised bid contracts in a sense 
is an admission of the principle yhlch ve advance, and ve therefore call 
your attention partlcxilarly to it and sxaggest its logical extension^ 

The Atti tilde of Congress and the General Accounting Office 

We are avare, of course, of the continuing interest expressed by 
certain Congressional committees and subcommittees and the CSeneral Account- 
ing Office in early publication of a comprehensive set of contract cost 
principles* 

We cannot believe, hovever, that either Congress or the Ccxnptroller 
General vould s\5)port a system yhlch in the long run— in our Judgment— prem- 
ises to be so disadvantageous to the national interest* We are, therefore, 
constrained to raise the question as to -whether or not the very serious dls- 
advantages so briefly summarized above, and repeatedly identified in the pMt 
by MAPI and other Industry spokesmen, have ever really been pointed out in 
these terms to appropriate CongressioneLL committees or to responsible admin- 
istrative officials of the General Accounting Office* As a matter of fact, 
ve are absolutely confident that a full exposition of the case before both 
agencies voxxld result in agreement that there must be a fundamental distinc- 
tion between cost-reimbursement type contracts and other defense procurement 
agre eme n t s and that this necessary distinction cannot be achieved by proceed- 
ing vith the action now proposed* Indeed, it seems to us that recent Con- 
gressional eniphasls on enlargement of the fixed-price contracting area, ^nd 
particxalarly the area of advertised bids, is altogether Inconsistent with 
the philosophy which underlies the applicability provisions of the compre- 
hensive . contract costs proposal* 

We enclose additional copies of our statements presented on November 
Ik, 1958, and December I6, 1957* They cover in detail a variety of matters 
other than the one \diich this letter is intended to empliaslze; we should make 
it clear that we do not wish by implication to withdraw in any way from the 
position which we have taken on these other points. On the contrary, the 
Institute stands on its entire presentation but is anxious to empheisize the 
overriding issue of applicability, and we have taken the extraordinary means 
of writing this letter in order to so emphasize it« 

I am taking the liberty of addressing a copy of this letter to the 
Secretary, the Assistant Secretary responsible for materiel, and the General 
Counsel of each military service* Beyond that, having in mind that other 
departments and agencies of the goverment may be interested in this issue 
of tremendous significance, the officers of the Institute will be glad to 
confer with the Comptroller General or any other Interested agency* 
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I. hope you vill understand the spirit in vhich these suggestions 
are offeredv I understand conrpleteOy vhy you and yovr associates in the 
Department of Defense feel a sense of urgency in issuing as soon as possible 
a document vhich has received so much careful study and on vhlch so much 
time and effort have been expended over a long period of time# On the 
other hand ve are convinced that the issue of applicability is of such cru- 
cial importance to procurement efficiency that ve have risked "shooting in 
the dark" to some extent In order to record this ftirther expression of our 
views. 

it goes vLthout saying that if the Institute can be of any further 
assistance to you or your staff on either a formal or informal basis ve are 
at your service • 



Respectfully, 




CUS:c 
Enclosures 




Machinery and Allied Products Institute 
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Washington 6. D. C. 



CHARLSS W. STEWART 
PRESIDENT 



May 18, I959 



Dear Mr. McGiiLre: 




I think the enclosed further statement on the Dro- 
ITt ^°^f^^^^f^f contract cost principles is self-explSatoiy 
as to substance but I did vant to add this personal toST^^ 

Commander Jfelloy telephoned me indicating that 
associates vere recommending to you that no further . 
a current draft be permitted ve were of course 
disappolnted-.not for any reason of organization prerogative, 

tSi^i^n Institute is in a position to make a unique con- 
tribution based on long experience vlth fixed-price contracUng. 
We naturally defer to your Judgment and that of your staS^^^ 
^Ltif "^l^ vlthout. soliciting further Industzy 

ccMment. And, as I stated in the principal letter, ve are 
quite sympathetic vlth your vlshlng to maintain a reasonable 
schedule of publication. ^ectsonaooe 

^i^h ^ other hand, ve have fundamental convictions 

jAiich ve think are in the pubUc Interest as veil as Industrvr's. 
We have, therefore, vlth some reluctance because o?yo^^St 
patience and cooperation vlth Industiy on this matteJ, deSSd 

"^f^ ^ additional 

statement. We have also taken the liberty of funilshlng copies 
to the individual military services. This is done notfor^e 

of pressing you in any vay but again in the interest of 
achieving broader understanding of vfaat ve think is an Issue of 
ftmdamental principle ;^ch should not be compromised in any vir. 

With thanks again for your Interest and splendidly 
open-minded attitude,. oi'j.eoaiajy 




Respectfully, 




The Honorable Perkins McGulre 
Assistant Secretary of Defense 

(Sv5)piy and Logistics) 
Washington 25, D, C. 



S^^art^ flJt^^f ^ PwpowA rmrtLain of ftcrTa. ^ 



*p» Piuri 
ST* 



Pirepd by- BG«a Ohonalaj/aiio. 
^774/7^912/31 Ifagr 5f 

Cooixiljiated vitht 
BD Mr. Mailt . ■- ■ 
AS Cdr.Bebtaoa 



(for Mr; me) 



The Honorable E, Perkins McGuire 
Assistant Secretary of Defense 
(Supply & Logistics) 
The Pentagon 
Washington 25, D. C. 

Subject; Comprehensive Cost Principles 




Dear Mr. Secretary: 

Pursuant to the suggestion made by you at the Joint DOD-Industrjr con- 
2 P^i??iPl^3^held at the Pentagon on 15 October .1958, this letter 

is submitted to amplify and explain further the industry views expressed at the 
^'^t comment also in some cases upon contrary views expressed by 
fSIm^^f -T f"^"' prepared after the receipt of written comments . 

from each industry spokesman, and after a detailed review at a conference on 
m^T^wLf^'^.i"'*'''*'^ spokesmen or representatives of the associations who 
participated in the preparation of the industry statements on 15 October. This 
ocument represents the unanimous views of these people. «^ooer. inis 

rK .A A' Assistant Secretaries have before you the task of 

deciding upon issues on which wide differences seem to exist between government 
?hf In^l^'J'^ ^ewpoints as expressed at the 15 October conference, if pre^??L 

statements for the conference, the views of the conferees (which 
i^Ji^f i!r^^^r%S •''^''^iJ"''"' professional accountants) were relrSbly in 
^nv J.?^ T? f ^^}^ difficult to believe that this consensus of so 

ma^ different interests and viewpoints can be as wholly wrong as the government 
spokesmen would lead one to believe, for these industrial and prof essifnal^e^ 
w?!. °f experience. We shall, therefore, try to^how y^J 

St^ wMch .r! tr^'"^ apart, where implementations negate 'ap^irent intentions 
with which we are in accord, and why we think a complete and exhaustive review of 
ohL^J^^^ ^u^^^xJ"?^ ^"'^ essential. In considering these, we know you will 
show the same thoughtfulness and patience which has characterized your handling 
of this complex problem to date. " * 

. JJ® responsibility which you and the other Assistant Secretaries bear 
in making these decisions is of the utmost gravity, as they affect the cost 
recoveries and profit potentials of every company engaged in defense contracting - 
not, as m the past, just those which undertake cost reimbursement type contracts. 
At the same time, however, this obligation to decide also provides a unique 
opportunity - to cut through past disputes, to reassert principles basic to our 

br?aS\S'!r.'t^M ""^^^^l™ ^'^^ P''^^ objective of oSr Government is to 
be fair and equitable in carrying out its business transactions. We feel that 
iL^fM?^!^ ? i^^^his f^damental principle. For example, the definition of 
eSSft^^jLi" i;"^^** (paragraph 15.201.4 does in fact 

express a fair and reasonable approach. The problem lies, however, in that much 
of the remainder of this draft of "Cost Principles" completely negates this 
definition. To correct this defect, you must Sake "fairness" a concept more 
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fundamental than "reasonableness," or than "applicability." or than "an 
even though- each of these three is of real im^Jrtance and^ig^ScLe^ ?oS^i*^" 
also be ready to separate principle from integretation, and^S requir^ the clear 
subordination of interpretation to policy. This can be done, we submit i^tSuf 
taking precipitate action, without conclusively binding the DOD or contiactors 
finally as to jr^. specific element of cost, and without now attempting to pe^^ect 
eveiy interpretation. This is, we sincerely believe, the only fair and practical 

f^^%?T''^^Ti^?*^°'* principles soon which will not evoke a stom of 
protest, criticism and bitterness from many sources. » ««a oz 

There are other compelling reasons for such a reconsideration of the 
general aspects of these proposed regulations even at this late dSe. wSen thev 

nZ Tetllilllnlir lZ.^^^^^ "'^^^ '''''' " the';naS::n?oT 

S!l hS!:! J they will change the ground rules from what they have ever 

been before. If made applicable to current contracts to any extent, the re^lltion^ 
as proposed, would materially revise the basis under whichTveS Present coSa^Jo^ * 
Xd cl^tf obligations. Undoubtedly they wou!S So^cau^: greaS^ 

?n ?H administration and of audit and negotiation both to contractors 
and to the Government,, and would force extensive delays in placing orlSml con 
^st th' '^f i^tizing^necessary actions under other LnSaSsf In? rf^atioS; 
must,,therefore, deal fairly with the entire spectrum of types of Mntrfctf 
fol llLT^ existence or placed in the future. They maJ^^eU bec^me a piecedent 
S?f f f f ^/i^ non-defense Government procurement. Surely! then! f 

self-imposed time schedule must yield to the necessity for being right. 




rt^».i. ^ ^! many particular differences between Government and industrv- were 
Seri ^^^'^^^^^^^^ others remain which were n^fSs^uHed 

there, the fundamental differences relate to the basic approach to be taken 
mentioned above, and to seven other factors, which are: 1) recog^tion of all 
normal and legitimate costs, 2) reasonableness and aSicabilUy f^ade^lL Ssts 
Ster!^t''°i?'J^ applicability, 4) effective date, 5) requirements of SSL 

M'd^if^- r?o"»rr^l-f-^^^^^^ Ivs-e 

!• RECOGNITION OF ALL NORMAL AND LEGITIMATE COSTS 

that It i/l?n?'^ believes that the Government should start from the proposition 
fa?^h L ! willing to accept any cost which has been incurred or acc^erS^ood 
faith by a responsible contractor exercising its best managemen? sSSs i^ the 
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|Conduct of its business. Then the Government might properly say that although 
it vdll accept such costs, they must be appropriately and fairly allocated among 
the contracts in question and other work of the contractor, in accordance vdth 
accepted principles and an established method of accounting; that the Government 
vd.ll accept such costs only in so far as they are not unreasonable in amount, and 
are not objectionable from the established standards of public policy. This 
would provide a unifora and positive approach to the problems of cost analysis 
in marked contrast to the proposed regulations, which confuses principle with ' 
practice, and policy with instruction. 

Contrast this, however, to what has been actually done. The Govern- 
ment's draft, in Section 15-201.1, shows that the Government starts from the 
premise we have proposed above (if one word - "allowable" - is eliminated), but 
then the balance of the proposed regulations whittle away at this to such an 
extent as to render Section 15-201.1 meaningless. This, we believe, is because 
that in the proposed regulations, some costs are dealt with according to their 
functions, and others according to their objects. The distinction here is as 
between, one the one hand, the purpose of the goods or services purchased, and 
on the other, the kind of goods or services purchased. This distinction is ' 
considered to be as between the function of the cost (its purpose) and the object 
of expenditure (the kind of thing purchased). Among professional accountants, it 
is a basic principle of cost determination that all costs incurred by a contractor 
should be judged for validity according to the function performed by the goods 
or services they represent. It is unfair to disallow reimbursement of cost incurred 
for a valid function merely because they are costs of an "object of expenditure" 
«4hich Government auditors or other critics deem to be generally objectionable by 
ts nature. 

A sdjigle example of the distinction being drawn is illustrated by the problems 
of advertising. If costs incurred to buy advertising may fairly be associated with 
performance of a Government contract because of the nature of the results sought 
or achieved by the advertising, then these costs should not be deemed invalid for 
reimbursement merely because of the tradition that "it is not necessary to advertise 
to get Government business." 

' . Government's own internal accounting practices, developed since the 

endorsement by the Hoover Commission in 1948 of the accounting distinctions 
between "functions" and "objects," are utilizing more and more the approach we 
advocate. An example is "performance budgeting. »• 

It is axiomatic that contractors must recover all of the costs they incur 
somehow and somewhere. If they do not, it is only a question of time when their 
funds, capital and credit will be exhausted, their business insolvent and closed. 
«nJ have provided lost forever. This is why management must 

and always will, exercise judgment in incurring costs. Obviously, if fairness i^ 
the overriding consideration, the Government should bear its fair. share of all of 
these costs - not Just of some of them. To the extent that it fails to do so. it 
is not only seeking or demanding special favors for itself, but is asking its 
S?S handicap themselves when they go out in the mlrket place to compete 

S«J J tlTf^^ ^""^ commercial or other non-Government business, because 
they would have to recover Government-disallowed costs from commericll prices. 

u , 44.^°/^* extent is the Government, in these proposed regulations refusing ^ 
JjsS?owid\f?J 23 items enti^^ly, of "Sich o^y ifar^ |: 

disallowed by the provisions of the present Section X7 of ASPR. It would partially 
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disallow 20 other items, of which only 6 are disallowed by the present ASPR, It ' 
would subject 19 other items to special te.sts or reviews (not "principles") 'which ' 
would, by definition or tests applied, lead to still more partial or total dis- ^ 
allowances. Of these 19 items, 3 are disallowed and 7 are subject to "special 
consideration" under the present ASPR. The proposed new regulations also suggest 
advance negotiation of 9 items of which 7 are on the list for "special consider- ' ■ 
ation" under the present ASPR, Elsewhere in the document, however, advance 
negotiation, is stated as a requirement of cost allowance in 6 additional cases. I 
The Identification of the above statistics are included in the attachment hereto. 

These figures demonstrate conclusively that the new regulations would 
not only subject cost data to substantially more detailed and lengthy analy?^ and 
reviews, with added costs to both Government and contractors, but that thfneLtiatior 

_y recoverjufesianti^^ ^ heretofore obtained 

^silllir^JX''^"'^ *^.«^-?J?^«>J. and.>3Frefenrthr^^1?d^^^ 

'SnTiS Jr?^ - ^-^^^^^ new measure of disallowances under" c-ost tBe'c^^^^^ 

' - the. allQvable ..recovery woiald' mo^lBSimcKliir^^ 
-Wpi^vt9ipii.s or Section VIII, of ASPR... It. is fiapasalblelo p^S"ct tfc meas^^^^^^ 

^JbfSgri?^^^^^ 

recogni.ed^:^^^^^^^^ 

£°?h?li?°S\'H '""^ "i«3tn.ction," from "function" 'into "object^rrjusuHer! 
^JonnH,! ^ were specifically discussed - on one or mo^e of the following 

n^???Mo? ^^^^"^ prohibition, public policy (whether expressed officially^ 
unofficially or merely impUed), or unallocability to Government contracts/ Implicit 
si^^serd?]:??on?r"? °^ ^"^"'^ allowances provided for soleOy becluse ^f ^ 

f^"^*^^^ in measuring reasonableness, allocability or equality of 
treatment between competing contractors. - ^'^'^^-^-^''^ 

discloses ^v'^'^^i^nn?- or partially disallowed items, however, 

fn^T^nf^ K^^.Tr "^^'^t^f^nt fees for securing government orders," which is 
forbidden by statute, governing expenditure of DOD funds. Statutory prohibitions 
therefore, have created none of the disagreements. pronioipions, 

=^ 1^ V P^^'^c PoUcy is a subject we shall discuss more fully later. Allocabilitv 
should be a wholly separate question from allowability. If nol^llocabili be 

SXfnlf T''^ ^^J^^ft 'i?^^"*^ expect recovery f rom thrSover^enl 

fii foreclosed from even the opportunity to provror 

dSaliowi^eSr^' Competition Is h^parod - not encouraged - by arbttraiy cost 
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Neither is disallowance a solution to difficulty of measurement or con- 
trol. Ways acceptable to both industry and government can be found to provide 
equitable measurements for allovdng the costs of such things as contributions, 
the maintenance of excess facilities, interest, grants to educational institutions, 
advertising, civil defense, reconversions, applied research and development, and 
many other kinds of costs proposed to be disallowed or specially reviewed. Let 
us recall Commander Malloy's admonition at the start of the 15 October conference 
that "ai^ problem can be solved by reasonable men who are in possession of the 

who are motivated to a common purpose". So far as we know, a specific 
Joint effort to agree on such measurements has never been undertaken, face to face. 
If the concept advocated at the outset of this statement were adopted, these 
wou?ri?^^hf In? "^^^ 5^5°'"! principles are issued - because they 

?hf ^pJincipLsS i?"!^^^^ instructions for auditors and not a portion of . 

concluding discussion on this point, let us be sure that the Government 
does not conclude that industiy is seeking a blank check. If such an ijnpression 

Jhf t^t, J^^'iS??!^'^'''!^'^ paragraph of this Section I, and consider 

tfte tests and limitations therein suggested. 

II. REASONABLENE SS AND ALLOCABILITY A3 ADEQUATE TESTS AND CONTROLS . 

^„,-n*.4 A spokesmen at the 15 October conference, on several occasions, 

justified specific instructions, limited aUowances or disallowances on the grounds 

"""f T^^'^'fS "^ll°<=^bilityn are not sufficient, definable or usfSe 
tests. Such a position is not only contrary to the experience of industry, the 
opinions of every professional accountant who certifies to the accuracy and 
propriety of corporate books and records, the history of Anglo-Saxon and American 
jurisprudence, but also to the words of the proposed regulations themselve?. 
S^?f^w or "allocability" as tests are used 49 times throughout thl 10 

t?lZll, T^""^^^ the 21 August 1958 draft. They were also used 

by almost eveiy Government spokesman at the 15 October conference. 

<•,v^m »« « J?®-.^!®""^"!; spokesman at the 15 October conference quoted excerpts 
from an article by Dr. Howard Wright in THE FEDERAL BAR JOLiRNAL of April-June. 

5* P^°f "generally accepted accounting principles" are not a suitable 
base for cost deteraination. This was curious, however, because this phrase or its 
oJ'^SlJ^h^^' '"^^^ throughout the DOD draft. He failld also tfquo^r 

Dr. Wright»8 conclusion and recommendation, in the same article, as to what the 
T\ rr"'^^^^ Vrtnc^^l^ applicable to Government con?^acL shoSd Je! 
This is quoted from pages 167 and 168 of the JOIMIAL, as follows: 

". . . . Cost principles used in contract pricing if they are to 

?Sfw. "^"^ situations should, in my opinion, be based on the 
roiiowing assumptions: 

(1) Cost is something to be detemined, not negotiated; 
til Su'^Pt^i^ion in the market place will create equity 
U; The Government should recognize its share of the 
t,\ mu °P®rating costs of the supplier: 
U; The Government will not exercise its sovereign rights 
in a contractual situation. 
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Based on these assumptions, the author would propose the following ^- 
as the primary cost accounting principle applicable to Government 
contracts: 

^All costs incurred solely for the benefit of the 
Government contract shall be charged directly thereto; 
all cost incurred solely for the benefit of other 
classes of work shall be charged directly to such 
classes of work# Other costs incurred benefit both 
. classes of work and shall be allocated to each in 
proportion to the benefits derived or reasons for 
incurring.^'* 

Obviously, Dr* Wright's position is much closer to that of industry than it was 
portrayed to be# 

These are, therefore, usable tests recognized by all parties to the 
present discussions* All that remains to resolve these differences, then, is to 
agree on the kinds of tests to be applied in utilizing such terms as "reasonableness", 
"ailocability", "standard accounting principles", and "consistently applied*" We 
believe a joint effort can also resolve these problems. As requested, there is 
included in the attachments hereto recommended tests of "reasonableness". This 
has been drafted carefully and has recognized agreements with much that is contained 
in the DOD proposed .definition (Section 15-201*3)# 

The use of "reasonableness", "allocability" and like concepts as tests 
are wholly consistent with accounting by "function", and the separation of "principles* 
from interpretations and instructions, as heretofore recommended. Wlien recognized 
as adequate tests, they also go far to justify the recognition of all normal and 
legitimate costs, as we have urged. 



Ill* APPLICABILITY 

In preparing a single set of comprehensive cost principles and providing 
that they will be applicable clear across the procurement spectrum from cost 
reimbursement tjrpe contracts on one side to price analyses submitted with bids for 
firm fixed price negotiated contracts, including termination or change order 
repricing claims against any type of contract, however placed initially, the 
Department of Defense has made the fundamental assumption that cost allowability 
is an identical problem throughout this spectrum and in each of the covered types 
of transactions. We agree that a cost is a cost wherever incurred. Because the 
proposed regulations arbitrarily exclude certain normal or legitimate costs from 
consideration, the Government's proposals of areas of applicability become 
Impractical and patently unjust. 

If "fairness" is the ultijnate test, as we have recommended, then it must 
be conceded that there is nothing fair about both retaining the unilateral right 
to cancel a contract for the Government's convenience, and then - when that right 
is exercised - changing the ground rules of allowable costs of termination even 
though the initial contract may have been placed through advertised bidding, or on 
a negotiated firm fixed price, or at a time long before the new regulations were 
even promulgated! Yet in the absence of language to the contrary, this is a sure 
result of the presently proposed language* Sojnilarly, it is not fair to require 
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a contractor to certify^ that something less than legitimate costs, actually incurred 
^re "total costs." Suph costs do not become a "profit" merely because they are ' 
ndis^llovjab^e" ynder arW CJoVe^nment regulations, this is another inevitable 
result of blindly accepting these proposed regulations. ^^^o±s 

II ^ ' 4"^* is also interesting to contemplate the regulation's effects upon the 
whrl2iS;^^S^SY ^^"^ *yP« contract. Consider the incentive cSntrac?or 
?t It""^^^ fst, is to be paid profit, or a total of $1100. 

It actually perfoims the cbntract with total costs of #950 but which, under these 

So'Sf dlvikSi'JrS^^^^^ ^"^^^ '^¥^' ""^^ ^900. If ihrSceX 

profit division is 80^ to .the Government and 20% to the contractor, the contractor 

tr^f""? ^ ^""^^ thus being' required to give 480 of 'the "savings" 

back to the Governmsnt, even though he hid already actually paid out $50 of thit 
|$0^as costs incurred. On his basis of costs, he would have received a p?ice of 
S«^L?^t^ J'^Hm Jhus his absoluti and actual proSnHeLJeS^^^^ • 

f ^ ^^^^^ "^^^ °^ ^* ^ ^70, but the GoveJ^ent 

wpuld report to a Renegotiation Board that he had received a profit of S120J This 
simple^ wcample, we submit, clearly demonst^ritea the unfaimesS of applyinf to 
incentive contracts any cost principles »*hich do not recognize all noSal and 
legitimate costs of doing business. nonnax ana 

cannot^empl^size too strongly that experience of the last decade 
indxcatej that to the extent that costs Are rigidly decided to be allowable or 
unallowable, fonmila price fixing is automatically involved. Despite the sincere 
instructions in this d^^^^ that costs shall be Jnly one factor of prLlS?,1Se 
draft actually requires that many coats called "unallowable" be elSStfd from 

n^Ln^S''^^'' i"?,,-^^ ^^Ph "ever be considered in 

negotiation, and will never become a factor in pricing. To this degree! fomula 

l^l^. ^ atmosphere, ah increased vT^^ot iorS^ 

l^ tt^^ ^5 °^ P^^^*i"g regulations out in this fonSt 

and of this character. The Hoover Commission, in 1955, recognized this in its 
^cmmend^tions for re^^siona in ASPR, SectioA XV, when it rSomended coSt 
principles only for cost reimbursement type contracts, and that there only be 
"guidelines for auditoi-s" as to everything else. ^ 

ThPv A,.- nJsT^!!*"'**^ ? ^^j!^"" any negotiation before such costs are incurred? 
They are not then coats, but only estimates of what costs will be - and one mS 

J'S^i ±tin''' ^ most accurate of differed es?L^s. 

ifi JiSf ■ f ^" price, hot on costs - and this necessitatis • 

each party taking a risk of being wrong. This, however, is nothing to fear, or 1 
^LvL^d^^M^i for this has been the trading techniqie of ceSufies, an5'h!s 1 
SSIina J Incentives to efficiency. To go to or toward rigid fonmila 

pricing is to diminish or remove such incentives. *o««ui« 

«.v * Implication exist that these proposed regulations may broadlv acoLv to 
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or anticipate at the time of initial negotiations^ all such problems which may 
arise with subcontractors. Thusj^ if applied to subcontractors ♦ costs^ this 
regulation would appear 1x1 some cases to have the effect on the prime contractor 
of forcing it to accept not only the disallowances of some of its own costs, but 
also of iome of its subcontractors' costs • In other cases, it would deny the 
availability of subcontractors to primes, thus forcing the use of second-best 
sources^ 

For these reasons, and those advanced at the 15 October conference, we 
strongly urge, at the very least, that this regulation not apply to fixed price 
negotiations, or to the preparation of icbst estimates or price analyses in 
negotiated procurements or terminatioris, and that its use in such circxmstances 
be specifically negated; and that it not apply to any determinations of costs 
or prices xmder any contract or subcontract in which it is not specifically 
accepted by the contractor. If, however, the regulations are redrafted on the 
prinQipi(9 of reco^iizing all noxTQ£d and legitimate costs, reasonable in amount 
and fairly allbcatbd, then their applicability could be expanded. We oppose in 
principle, however, any use of cost data as a fozmtila basis for negotiating 
prospective fixm fixed prices. 



IV. EFFECTI7E DATE 

The regulations as proposed are completely silent on when and how they 
will be made effective. This is a matter, however, which cannot be left undecided. 

If the regulations are applied, in any way, to contracts in being, the 
Government shooild be prepared to negotiate equitable adjustments of price. This 
applies to contracts placed by advertised bids as well as by negotiation, for the 
applicability to termination settlements and pricing change orders affects these 
contracts, too. We see no other way of being fair in making these regulations 
effective. To eay that they shall apply only to contracts negotiated after a 
certain date, or executed after such a date, will not suffice - for then a con- 
tractor is left with two different sets of 6ost accounting rules to apply - one 
as to old contracts, and one as to hew. This would continue until all present 
contracts are run out, which could be years ahead. Experience under ASPR, Section 
XV has shown that auditors and negotiators woxild try to apply the new regulations 
to existing contracts, whether the contractors had agreed to accept them or not. 
This would only ciause confusion, more delay, and more friction between Government 
and business* 

To be fair, then, the Government must be prepared to pay for taking 
away rights to cost recovery. Parenthetically, but also of importance, it must 
also be prepared to accept and pay indefinitely for materially longer times for 
cost and price presentations, audits, and negotiations, and substantial delays 
in completing procurement and pricing actions. It just takes longer to isolate, 
review, audit, discuss and decide about over 60 elements of cost than it does 18, 
or none. This will cost money to both the Government and the contractor in 
higher administrative costs and time delays. 



V. HEQUIREMENT3 OF PUBLIC INTEREST 

At the 15 October conference, it was pointed out that Government officials 
••must weigh rather carefully and rathe r heavily t he public interest factor." Several 
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spokesmen alliided to this, and to "public policy" or such phrases, directly or 
by laiplication. For example, one said, "are based not necessarily on public 
policy stated in law, but on public policy vrtiich we derive from many sources, 
from committee hearings, for example, personal conversations, and formal memos 
from the various members of the legislative branch," 

We are sure that few of us in industry can appreciate the extent or the 
nuances of pressures of many kinds which must be placed upon you and your staff, 
directly or indirectly - including those from industrialists! As citizens, we 
want the public interest protected, and public officials placed under pressure to 
protect them. At the same time, however, we want to be sure it is public interest, 
or that it is public policy - and not merely some individual's concept of it, that 
causes a decision to be made adverse to the interests of industry, and ultimately 
to the Government itself. 

In this area of cost principles, of allowable or unallowable costs for 
contracts, etc., we do not know o^ any official or clearly identified legislative 
e:q>ressibn of public policy. We do know of an expression of policy by an agency 
of Congress - the Hoover Commission - vrtiich we have already quoted and endorsed. 
We know of some individual rulings of the General Accounting Office on cost 
allowability - but each of necessity is narrowly restricted to the facts of the 
particular case, and is not unchangeable, overriding policy, nor should these be 
deemed to be the establishment of policy,: The same is true of rulings by the 
Boards of Contract Appeals, -= 

The proposed regulations depart from and are more restrictive then all 
of these, in one way or another. Where, then, is the public policy or public 
interest dictating such action? We fear that it is in the minds of staff personnel, 
overly concerned with the attitudes or e:q)ressions, however well considered or not, 
of vocal or powerful legislators or other Government officials. Let us recognize 
that public poUcy in this field does not exist, and will not exist until you 
and the other Assistant Secretaries make your decisions identifying the official 
public policy of the Defense Department on vrtiich you are relying. It is our 
belief that you have not been restricted in your decisions by any official of 
the Government, even thoxigh certain members of Congress and of the Administration 
may be impatient to have you reach decisions. This is why we have put forth, 
successively, such efforts to tiy to apprise you of industry's sincere and objective 
views on these problems. 

We may be considered by some to be biased, but we believe very deeply 
that the welfare of our country's 20,000 defense contractors, large and small, 
is important not only to defense, and maintaining our armed might, but also to 
the overall economy and welfare of our cities, towns, states and nation.- These 
will be hurt by these proposed regulations - not vitally, but significantly - and 
their profits, already below those of other industry, will be still less. Before 
the action is taken, therefore, we request that you weigh very carefully whether 
any public policy requires or makes desirable the infliction of this hurt. 



VI. ADVANCE UtJDERSTANDINGS (Section l«Ugni..1 fh^ V 

■ ■ Industry welcomes any opportunity to agree in advance on cost principles^^ 

cost allowances or any other points of potential controversy which might arise 
during or after contract performance. If the intentions of this section as we 
were given to understand on October 15 is truly to make available to contractors 
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the privilege of taking up questionable items in advance and will not be deemed 
to be a requirement ^ we believe it to be desirable • However , the language of 
the section does not make this sufficiently clear and we are fearful that the 
good intentions at the Secretarial level may not be carried out in the field* 

Such agreements to be practical, can be on a contract-by-contract basis 
as to only three of the cost elements listed* These are: (v) pre-contract costs 
(ASPR 15-204*2(dd))r (vii) royalties (ASPR 15-204.2(jj)); and (ix) travel 
costs, as related to special or mass personnel movement (ASPR 15-204t2(ss)(5))# 
All others must of necessity be treated 'uniformly and on an overall basis* No 
forum is provided for such overall negotiations, nor is any basis provided for 
effecting agreements binding for all Government end-use work, whether as a prime 
or subcontractor* The latter is especially burdensome for small businesses doing 
business as subcontractors to many large primes. 

Comparisons to custom under Part 5 of the present ASPR, Section X7 are 
invalid, as such discuss sions have often been with auditors and pot contract 
officers, and not al'ways embodied in formal contracts or agreements* Nor are 
such overall agreements favoritism to contractors, for no special advantages are 
sotight - only uniform treatment of these kinds of indirect costs* 

This section, then, should be deleted in its entirety,- for the reasons 
outlined at the 15 October conference. If retained, however, it should affirm 
that failure to negotiate in advance does not lead to disallowance, that initially 
negotiated amounts or clauses may be reopened on showing of necessity or changed 
circumstances, and it should provide a forum in which contractors might negotiate 
these factors on an overall basis* 

VII* INDIVIDUAL ITEMS OF COST 

We could extend our remarks at the 15 October conference and debate 
further on each individual item discussed* This would be xmnecessary if you accept 
our basic premises, as heretofore outlined, for then you would not issue, as an 
ASPR, any statement on allowances, disallowances, or review requirements for 
individual elements of cost* If, on the other hand, you should decide to continue 
the present fonnat and approach implicit in the outstanding drafts, then, though 
in overall disagreement, and in addition to the comments herein above expressed, 
we would want to be heard on individual items as completely as possible* Towards 
this purpose, we have prepared and attached an illustrative list, with only a 
minimum of justification, stating industry's position both on those items discussed 
at the 15 October conference, and on those items not discussed but as to which 
disagreements still exist* We shall, of course, be glad to amplify these in 
writing or in person to any extent you or the other Assistant Secretaries may wish* 

Apart from these items, it was apparent at the 15 October conference that 
considerable redrafting of the proposed regixlations is necessary to clearly express/--*^^ 
the matters on irfiich there is no disagreement except as to semantics* When your ' 
overall decisions are reached, we hope that their implementation, as well as these 
corrections, can be mad0 the basis of a Joint drafting effort by a very few persons 
from Ctovemment and industry who are not committed to the old words and the old 
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cliches • Such a procedure has been expeditious on other subjects - it should be 
on this one, too* 

In conclusion, may we express again our appreciation for your sincerity 
and patience in hearing us out on these difficult issue s# You have an opportunity 
to make a unique and lasting contribution to the health and welfare of our defense 
effort and the industries which are participants in it# We hope that we have 
helped to show you how that can be done* 

Sincerely yours. 



Ernest F, Leathern > " 
Associate Chairman 
October 15, 1958 Conference 
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ATTACHMENTS 



1. TEST OF REASOHABIENESS 



We propose the following: 

(a) In evaluating estimates or actual costs of performance of specific 



contracts, the application of the test of reasonableness requires a flexibility 
in understanding and the exercise of sound judgment in dealing with the specific 
item after consideration of all influencing or related factors. 

(b) Evaluations of reasonableness, of necessity, involve consideration 
of 1) the function of the cost, 2) the amount of the cost, and 3) circumstances 
under \^ch it was incurred* 

(c) These elements may then be tested against one or more of the following 
factors as appropriate: 



3) Whether the cost was incurred in accordance with 
established policies and practices of the contractor^ 

4) Whether the level of the cost is consistent with the 
prior history or experience of the contractor with 
regard to the cost, adjusted for changed conditions • 

5) .Whether the cost is compatible with the prevailing 

level of comparable costs incurred in similar concerns, 
in the same geographic area, or in industry in general* 

6) Whether the cost exceeds that which would be incurred 
by an ordinary prudent person in the conduct of 
competitive business giving recognition to the 
circimstances under \rtiich it was incurred* 



(d) In the negotiation of fixed price contracts, the presumption of 
reasonableness, of costs, as such, is not applicable inasmuch as the controlling 
element in such negotiation is the overall price* 



(e) As to allowability of costs under cost reimbursment type contracts. 



the presumption of reasonableness shall be accepted unless the cost is patently 
unreasonable either as to type or amount when measured by applying the appropriate 
factors of those listed in (c) above* Prior to making a determination of unreason- 
ableness, the contractor shall be given the opportunity to submit data sustaining 
the reasonableness of the cost* The burden of proof shall be regarded as having ^ 
been met if the evidence submitted sustains the reasonableness of the cost under 
the circumstances in \rfiich it was Incurred* 



1) 



Whether the cost is recognized as an ordinary type of 
expense in the conduct of the contractor's business* 



2) 



Whether the cost makes a functional contribution to 
the conduct of the contractor's bxxsiness* 
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II. ADVERTISDP « Seetlon 15~2Zi0.2fa) 

Industry recognizes that some forms of advertising are seldom, if ever 
properly allocable, to Government contracts, but these are far narrower than the 
areas of advertising, and other types of costs, absolutely excluded and made 
^""^^ section. It protests, therefore, such absolute exclusions and 

wants_ the right to present its case in negotiations to show whether and to what 
^A ^J^l advertising is of benefit to the Government, is reasonable in character 
and amount, and is fairly allocable to Government contracts. Ihis ia especialLv 

^rSHrt^ilSili'JLS^^^^^^^ ^^"^'^ *° advertising'^ tSs sl^ion 

ana ine artificial distinction drawn among varying advertising media. 

4^^^^ I ^ 9^ specific elements of costs, we recommend that there ba 
no exclusions by definition, and that the tests of allowability shoSd be dlJinL 
and not the tests of unallowabilltv i^ia -. . ^ ^ ^'^^V^d be defined, 

stigma of unallowabili^^enerai: «°^d relieve cost elements of the 

COMPENSATION FOR PERSOWAT. S ERVICES - Spnf.jon l^~2Q/..2(f) 

but a few Sedf fo^^SrilfL^'^'^^'''/^ ^ great Improvement, 

indus\^r3^Je:mfS^?^^^^^^^ nf se^SoTdf"" 

^* RES^^^B'JW DEVEI/3PM1^M T - Section 15-20iL.2 ( ii] 

clause: following specific language to substitute for this 

potentlalitles'of new 3Cieni?f?f ^ *° detennlne and expand the 
technology, ^teriS n^^c™ ^^^J^^^s or iunprovements in 
and 3) r?CntTSir?rtT?:iia;:::^^^^^^^ techniques, 
research does not Include any SdTef fort, !?on ^PP^^ 

is the design, developnStr^r ?est of^lcSS ^^Tif ^''^ 
to be offered for sale. specuic. articles or services 
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be allowable as indirect costs, provided they are incurred pursiiant 
to a broad .planned program reasonable in scope, id.th due regard to 
expansion viien Justified by changes in science and technology, and 
vrfiich is well managed. Such costs should be charged off as incurred, 
and not capitalized, and shall be equitably allocated to all the work 
of the contractor, but in appropriate cases, such allocations may be 
made separately for each of acontractor's organizational se^nts. 

"4. Cost of contractor's independent developnent, as defined in 
paragraph (2) above (which are not sponsored by a contract, grant, 
or other arrangement), are allowable to the extent that such 
development is related to the product line for which the government 
has contracts and provided such costs are reasonable in amount and are 
allocated as indirect costs to all work of the contractor on such 
contract product lines. Such costs may either be allowed as incurred, 
or capitalized and amortized over a reasonable period, but the method 
of recovery chosen by the contractor must be uniform and consistently 
applied. 

"5. If provided for under the contractor »3 accounting system, indepen- 
ent research and development costs may, but are not required to include 
aionunts representing appropriate shares of indirect or administrative 
costs*'' 

. This supports the basic industxy position that applied research should r 

cLS?fl^^i.^jf° research, and not with developnent (Sch 1^ Sa^^a 
cSracIs of "^'^^^ recoverable against the basfS ^ 

*° proportion which Government business bears to total 
s^SrL L^Sv^r«b[^"'%'^^^ t^V" *°°«P**^1« '"ethods of allocation! Develljment 

trols sou^S b^M^^^.^^i^^''^ *° P~^de the overall con- 

th^ nfhf^K I Munves, Ck>lden and others at the 15 October conference On 

^?l?2v the proposed language in the 21 August I95I draf t wSf eS; 

before such a relltioSS; c2 be LSS .i^'^^f such research begins long 

^^^^^ cracisr°srirL;s^:::jj v:^' 

tSSlSi^of conJ^Lt^"^^^^ l^-S-ly* ^ut not^SlTSf ' 

to R&D J?brsSoSr2*peSl?e' JS^irZn'^r^ departmentall^erhead 
force a contractor t ? rtm^^^^cSl?^^^^^^^^ ^^"^ ^^^^ 



recognize SduftSfs Sl^c VJ^ ^^^^ completely to 

expeSiturS forTontSSSo^ responsibilities to deny a«ept^ce..of its/^x 

fear of the:GovexSnt see^"?o"Se eStss^vf -^fff^"^.^'^ legiti^te costs. i4e ^ 
These certainly can be de?4nJ ? f ! or .improper, objects of givinftv . 

acceptable V^botrinduSS^Sl reasonableness established whicha?; " 

reco£.izes such eSpS^dSSj^s^s SsirS^ot'^hf n!?"^ ^l^^^ot the Govemnent ' 

V uiea as costs, except the Defense Department and GAO. 
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This i3 a very small percentage of total costs for most contractors, but 
is a very vital one in maintaining external and community relations. 

VI. INTEREST - Section 15-20ilt.2(Q) 

The Government spokesman at the 15 October conference took a position 
contrary to all fact >*ien he said that interest »«is not a price paid for something 
used in production." It is incredible for anyone to think that a business can be 
run or a Government contract produced without money, and that there is not a price 
to be paid for money. The simple fact is that interest is a vital cost of doing 
business. Indeed, this cost of capital ranks v<ith the cost of material, the cost 
of labor, the cost of overhead, etc., as the fundamental costs of conductina anv 
business operation, & ^ 

The moat frequently presented arguments against interest recovery hinge 
primarily upon^the thesis that the Government should not favor those companies which 
engage in substantial borrowing over those companies which rely prljnarily upon 
equity capital. Ihe proponents of such a thesis are ignorant of the peculiS- set 
of economics m military business as opposed to the acceptable economics of ordinary 
commercial business. This separate set of economics must dictate to the sophisticatec 
and competent management of a military company that the best interests of their 
SSw%*^?*%^"'®'^ engaging in an optimum amount of borrowing to finance 

requirements of military sales. This '^leverage approach" is not 
used for the purpose of pyramiding the eamingson stockholders t equity, but rather 
because of the cyclical, e:cpandable and contractible, nature of militaiy busdSessT " 
fS'con?rLJ?M °f short-term or V-Loai nature, which tS^is e^^J^ble 

and contractible, management can to some extent insulate the company* s financSl 
status against the cyclical hazards inherent in military businesH^ To do^henkse 
fI^^.Jn/'i^ primarily upon additional stockholders* clpit^ f or tSe ' 

financing of military sales, would, by an professional investor standSds represent 
£oL???H!r"*.r^J^- ^"'^ *° corrnnitted the coJp^rSiSTti a SoadSed 

ff^*° ^^"^ subsequently with a coStractiSn in its 
military sales would result in a diluted and weakened corporate statu! ^^Zl^ 
the corporation would at that time look like an CSvesJ^S^Leltl^; tSst! ' 

viA «r,+ ^n.„5i however, the financing of this business was pursued intelligently 
via optimum borrowings, rather than additional stockholder capital solelv the 
SSSl^^^.r'^Vfr «*°°Wiolder capital reasonably uSdSu^Jd Swb^Jh the 
fSfiSIi ^ ?, ^ aforementioned borroidngs have been contracted a^5 i?3 
f^t^ status, although reduced, would still be one of a goinrbusi^ss It la 
businessS'^'J^i.' P'"^'^"^*^?'^ that these military contractorrfemSTgoJlg " 

any new -dOitary «q«ir^trar3hS'„J?iL!^ '^P^^^^ "^'ti^S • 

subsidy fo?«^ia^,f Sd*2X^^°"'^""™'^ Govermant 1, not a ' ' 

compe^atton^fte,^^* r^viiT??"* corporations, but Instead rapl^enta 
18 wolx managed and weU financed corporation for very proparly 
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incurred costs. Such management cannot ignore the fact that by their very -natm-e 
defense contracts often generate more requirements for vrorking capital than any 
other kind of business* 

Finally, this is another instance in which all that industry seeks is an 
opportunity to make its case in negotiations freely conducted, and not to be fore- 
closed arbitrarily from such negotiations. 



VII. PLANT RECONVERSION COSTS - Section 15«20Zt.2(cc) 

Industry believes that there are circumstances not vdthin the limited 
allowability provided in this section, and that these should be left open for 
negotiation. This is another instance of unreasonable and arbitrary disallowance 
in an area where adequate controls upon allowability shoxild be readily devisable, 
or could be negotiated in advance on a case-by-case basis. This matter can be 
resolved by a joint drafting committee. 



VIII. OVERTIMS COMPENSATION - Section 15-204.2(y) 

Industry's recommendations are limited to requesting a clarification- 
between overtime premium pay and shift premium pay, both in ASPR, Section XII and 
any new Section XV. 

This matter can be resolved by a joint drafting committee. 



ITEMS NOT DISCUSSED AT 15 OCTOBER 1958 CONFERENCE 
IX. RENTAL COSTS - Section 15-204.2(hh) 

The provisions of this section, both as to normal rentals and lease-back 
rentals, are unrealistic and inequitable in that the tests of reasonableness are 
much too narrow. The ultimate test should be the rental value of comparable 
properties, and not comparisons to costs which the contractor would have sustained 
as owner. For example, the actual owner is entitled to a profit, to be included 
in his rental, and not just a bare cost recovery. 

Full recovery of actual lease or lease-back costs have been maintained and 
allowed in decisions of the Armed Services Board of Contract Appeals. 

It would be unfair as to present lease or contractual commitments which 
cannot be altered to disallow now legitimate costs incurred thereunder. This is 
a typical example of the injustice of changing rules in mid-stream. 



X. CIVIL DEFENSE COSTS - Section 15-20Zt.2(e) 

It is unrealistic, and a detriment to the perfection of civil defense 
plans for a community or area as a whole (which certainly must be done under threats 
of A or H bomb damage), to deny allowability to reasonable expenditures undertaken 
off or away from the contractor's premises, and for contributions to local civil ' 
defense funds and projects. The latter usually consist of employee time and 
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equipment (trucks, mobile radios, etc.) rather than cash, and are closer to plant 
protection costs than to. charitable contributions. 

The limitation that e:iq5enditures must be made at the suggestion or require- 
ment of civil defense authorities is not only unrealistic, but a direct violation of 
management's right and duty to protect its properties. 

this item is of insignificant dollar value in most companies, but is 
illustrative of a number of items where partial disallowance is accomplished bv 
definition. 

XI. CONTINGENCIES - Section 15-204. 2(f^) 

As to "historical contingencies, « industry requests that they not be 
categorically disallowed, but left open for negotiation. The proposed regulation, 
in subparagraph (2), is based on the erroneous assumption that because the event 
giving rise to the cost is in the past, then the actual cost can be definitely 
known. This is not true in many nozroal business situations. One typical example 
is warranty expense. 

XII. DEPRECIATION - Section 15-20Zt.2fi) 

This section is replete with technical changes requiring the type of 
language revisions which could be accomplished by a joint drafting committee. The 
principal matter of substance which, in fairness, should be revised is subsection 
(5; in order to recognize the national interest in maintaining stand-by defense 
facilities, even though these are not necessary to current or "immediately 
prospective" production. 

XIII. EXCESS FACILITY COSTS - Section 15-204.2(1) 

Limiting the allowance of excess facility costs to "current and 
immediately prospective purposes" is too restrictive and does not serve the Govern- 
ment »s best interests. We feel that those facUitiea "reasonably necessary for 
stand-by production purposes" should be the criteria. 

XIV. INSURANCE AND INDEMNIFICATION - Section 15-204.2(0) ' 

Industry's objections to this paragraph are technical but vital. These 
u f ®^ premises that (1) the portion of business interruption insurance 

which is disallowed cannot be avoided by contractors as a normal and legitimate 
business cost and should be allowed in full, (2) actual losses incurred through an 
approved self -insurance program or otherwise should be allowed without being 
contingent upon contractual coverage since these cannot be foreseen in advance of 
occurrence, and (3) the contractor should not be prohibited from purchasing 
insurance covering the insurable risk that a contractor has in Government property 
unless there is a complete relief of liability granted to the contractor. 
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X7. FINANCING COSTS OTHER THAN INTEREST Section 15-204>2(q) 

Financing and refinancing costs are an inevitable part of the costs of 
doing business* These costs should not be shoved over entirely against commercial 
business • Government should bear its fair share • 

Does anyone really believe that financing is not required to do business 
with the Government? 

XVI. MAINTENANCE AND REPAIR COSTS - Section 15-20Zt*2(t) 

Industry recommends an unqualified allowance of such costs, and hence, 
the deletion of subparagraphs (l)(i) and (ii)# 

XVn* MATERIAL COSTS - Section 15-204>2(v) 

^ Technical revisions are required in subsections (2), (3) and (4) to assure 

that the contractor is entitled to recover its full costs of materials, and tO: 
recognize varying acceptable accounting practices* As to subsection (5), the 
allowability of prices in interdivisional transactions is too narrowly defined and 
■^needs extensive revision, especially to recognize the fact that competitive costs 
exist as to wholly Government end-use components as well as to commercial componen*-'^ 

XVni* ORGANIZATION COSTS - Section 15^204^ 2(w) 

True costs of organization are an inescapable cost and should be 
allowable if amortized on a reasonable basis # Without them, the contractor would 
not exist to. undertake contracts for the Government • 

XIX* PATENT COSTS - Section 15-204.2(z) 

This section is unduly restrictive in its wording, and could be materially, 
improved by a joint drafting commit tee« The Government certainly should not, 
directly or by implication, disallow the costs of obtaining and protecting patents 
to which it wants or claims license rights and, in addition, it should bear its 
allocable share of patent costs incurred by the contractor. 

XX* PROFESSIONAL SERVICES COSTS > Section 15-204.2(ee) 

The success of a suit against the Government, or of defending a suit brought 
by the Government, is proof of the contractor's inherent rights* The professional 
costs of defending these rights should, in all fairness and equity, be allowable* 

Technical corrections and changes are also desirable in the tests of /""^ 
reasonableness and allowability contained in subsections (1) and (2) of this 
section* 



m. RECRUITING COSTS - Section 15-20A..2f g^) 

^ \,^u^^j!!^'^\f'^^^^' *? the swbj^ct of »»speclal benefits or emoluments" 
deait with affirmatively. As presently written th6 use of "standard practices in 
the industry" as a criteria for anowtocs would be m6st difficult if Sot Impossible 
to administer and detennine. Therefore we redommeild changing the last sentence 
in this paragraph to read: "Reasonable costs of special bentfits or emollents 
offered to prospective employees are allowable." ««"xuiuoxiua 

XXn. ROTALTIES - Section l'i''20U.2(ii) 

This section needs matsrial revisions and deletions. The deteraination 
of the unenforceability of a patent (see dubsection (iii)), or of its invalidity 
i^l «ff?Jif fii>>,^^« Judicial functions, which under no circumstaSSrSoid 
ever be left to the detemination of a contracting officer. »"wuxu 

*4 X .Royalty Pfynents are usually based upon contractual obligations freelv 
negotiated at aims length. There is no reason\hy it is not enough to SSbj^ct 
them to ordinary tests of reasonableness. suojecL 

XXin. SEIZING COSTS - Section 15-20^>2(kk) ■ 

The philosophy that selling and distribution e:q)ense8 are generally 
unnecessary in securing Goverrimeht business, and hence are unallowable, fails 
to_wcogrdze the many indirect benefits the Govertrnent gains from a contractor 's- 
sales, distribution and sales engineering functions. The paragraph as written 

"J e:„enses which consist of "?ecScaJ? 

^ consulting, d«nonstration and other services" for purposes of adaptation of the 
■ contractor's product to Gbverhment use. This is « ^warranted iLitetLn and 
this categoiy of expense should be ftiUy allowable, subject only to tests of 
reasonableness and allocability. j wu wesn,o 

Xm. TAXES - Section 15-20it.2(QQ) 

This section requires technica revisions to bring it into accord with 
recent court decisions, and to pennit a contractor to protect property ag^S 
tax lien enforcement, and to protect its interests in a timely maSer whfn the 
•lovemment fails to meet date deadlines. ^ ««nner wnen we 

^« TRADE. BUSINESS AND PROFES SIONAL ACTIVITY COSTS . Section lS-2Qi..2(p p) 

n.™k wKlusions by definition occur. One omits from allowability 

nembership costs in service organizations which in fact are required toprwerS^ 
«?fPJ«^Ji<»n'a,ftatus in its plant communities. The other places ove?ly m???w 
* (i*e., "dissemination of technical infofmatioS or stiSiSS S 
■production") upon meeting and conference ex^nae allowability. "^^^o" 

>3^« ADDITIONS Ntngnm PHP TERMINATION SETTLEMENTS 

. ^^4*^ Recognition should also be given in the Cost Principles to the following 
^?a^r costs which are eoq^erienced by contractor^ under te^miStiS^ 

Common claims of subcontractors 
Costs continuing after termination 

Initial^ costs (including high start-up costs) 
interest on borrowings 

Loss of useful value of special machinery and equipment 
freparatory expenses (' h******"" 

gg lS^e^glai^enses v ______ 
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XXVII COST ELEMENTS MADE WHOLLY UNALLOWABLE 



Item 



Paragraph of Proposed Cost Principlea 

(Sec. 15-204#2(b)) 

(Sec* 15-204.2(f)(5)) 

(Sec. 15-204.2(g)(2)) 

(Sec. 15-204.2(h)) 

(Sec. 15-204.2(k)) 

(Sec. 15-204.2(1)) 

(Sec. 15-204.2(q)) 

(Sec. 15-204. 2(q)) 



Bad debts 
Stock options 
Historical contingencies 
Contributions and donations 
Entertainment 
Excess facility costs 
Interest 

Bond discounts ^ pw-n^// 

Costs of financing and refinancing (Sec. 15-204#2(q)) 
Legal and professional fees paid 

in preparation of prospectus (Sec. 15-204.2(q)) 
Costs of preparation and issuance 

of stock rights (Sec. 15-204. 2(q)) 

Losses on other contracts (Sec. 15-204. 2(s)) 
Organization costs (Sec. 15-204.2(w)) 

Reorganization costs (Sec. l5-204.2(w)) 

Costs of raising capital (Sec. 15-204.2(w)) 

Legal, accounting and consulting 

services (of certain types) (Sec. 15-204. 2(ee) (3)) 
Federal income taxes (Sec. 15-204#2(oo)(l)(i)) 

Taxes in connection vdth financing, 

refinancing or refunding (Sec. 15-204.2(oo)(l)(ii)) 
Special assessments (Sec. 15-204#2(oo) (1) (iv) ) 

Taxes for which exemptions are 

available etc. (Sec. 15-204t2(oo)(l)(iii)) 

Grants to educational or training institutions, including the donation 

facilities or other properties, scholarships or fellowships (Sec. 15- 



I4ade Unallcwabl 
by Present ASPF 
Section X7 

yes 



yes 
yes 
yes 

yes 
yes 
yes 

yes 

yes 
yes 
yes 
yes 
yes 

yes 
yes 

yes 



of 

•204.2(qq)(5)) 



Losses from sales or exchanges of 

capital assets (Sec. 15-204.2(ff )) yes 

Contingent fees for securing government orders yea 

XXVIII COST ELEMENTS MADE PARTIALLT ONALLOWABLE 

Advertising Costs (Sec. l5-204.2(a)) yea 

Civil defense costs (Sec. 15-204.2(e)) 

Depreciation on idle or excess 

faciUties (Sec. 15-204.2(1) (5)) 

Use charge in fully depreciated assets (Sec. 15-204.2(1) (6)) ves 
Fines and penalties (Sec. 15-204.2(m)) 

Insurance on lives of officers, 

partners or proprietors (Sec. 15-204.2(p)l(v)) yea 

Patent costs (Sec. 15-204.2(2)) 

Reconversion costs (Sec* 15-204. 2(cc)) 

Costs of special benefits or emoluments 

offered to new employees (Sec, 15-204. 2(gg)) 
Applied research and development 

«os*3 (Sec. 15-204.2(11)) 
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Made Unallowable 

• . « • „ by Present ASEH 

1E«JS Paragraph of Proposed Coat Prlnclplea Section XV / ^ 

Accruals for masa or ahnornial 

severance pay (See, 15-204.2(jim)(2)(ii)) 

Conmissions and bonuses (Sec, 15-204.2(f)) yes 

Cnrecovered true depreciation (Sec. 15-204.2(i)4(ii) yes 
Insurance (Sec. 15-204. 2(p) 

Deferred jnaintenance (Sec. 15-204.2(t)l(ii) 

Material costs - credits . (Sec. 15-.204.2(v)25 
II It » writeups or 
writedovms (Sec. 15-204.2(v)3) yes 

Lease-back costs (Sec. 15-204. 2 (hh) (3)) 

Memberships (Sec. 15-204. 2(pp)(l) 

Training and educational costs (Sec. 15-204.2(qq)(l,2St3) 

-XXIX COST ELEMENTS FOR IffllCH SPECIAL TESTS OR REVIEWS ARE REOJIRED 

Made Special 

Unallowable Consideration 

Paragraph of By Present Required by 

iSaS Proposed C ost Prineiplea ASPR See .XV ASPR Sec.XV 

Bidding costs (Sec. 15-204.2(c)) 

Compensation for personal services (Sec. 15-204,2(f)) yea 

Future contingencies (Sec. 15-204.2(g)(3)> yes ^ 

Emergency depreciation or 

amortization (Sec, 15-204.2(1) (4) 

Use charge on fully depreciated 

^ (Sec. 15-204.2(i)(6)) yes 

(Sec. 15-204.2(p)) Jes 

Costs of materials transferred 

between plants or affilitates (Sec. 15-204.2(v)(5)) 
Overtime, extra-pay shift and ^ 

multi-shift premiums (Sec. 15-204.2(y) vea 

Pre-contract costs . (Sec. 15-204.2(dd)) 

Professional service costs (Sec. 15-204.2(ee)(l) and (2)) 
Recruiting costs (Sec. 15-204.2(gg)) 

Rental costs- (Sec. 15-204.2(hh)(l) and (2) 

Research and development costs (Sec* 15-204.2(ii)) vea 
Royalties • (Sec. 15-204.2(jj)) " Tbs 

Selling costs (Sec, 15-204. 2(kk)) yes ^ 

Severance pay (Sec. 15-204. 2(mm)) 

Unadjudicated taxes (sec. 15-204. 2(oo)( 2)) 

Meeting or conference expense (Sec. 15-204. 2(ppK3)) 
l^avel costs ^Sec. 15-204!2(«)(5)) 

^ ON WHICH ADVANCE MEfiQTTATIon IS REQUTPRn A3 A REQUTHT^T OF COST AU.ail.mF. 

Contingencies (Sec. 15-204.2(g)) 

Insurance and indemnification 

(losses not covered by insurance - Sec. 15-204. 2(p)(l)c) 
^ (Indemnification - Sec. 15-204. 2(p)( 2)) 
•atent Costs (Sec. 15-204. 2(z)) 

pl^f ri'^'^f^ service costs (Sec. l5-204.2(ee)(3)) 
Rental Costs {sec. 15-204. 2(hh) (3)) 
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FINAL LETTER as Mailed 
June 1, 1956 



Mr. L. H. Mulit 
Director of Bequlrements 

Procurement and Distribution . 
Office of Assistant Secretary of Defense 
(Supply and Logistics) 
Washington 25, D. C. 

Dear. Mr. Mulit: 

During the mee^jlng with industry representatives on May 21, 19^6, your 
office granted Industry the opportunity to submit further written recommendations 
and comments concerning the most recent draft of the proposed Be vision to Part 2 
of Section 17 - Contract Cost Principles • of the ASER. Also, it was agreed that 
such recommendations and comments would be examined and evaluated prior to the 
publication of the Revision* 

The members of the Automobile Manufacturers Association believe that, in 

•certain areas, the proposed Revision should be changed to further amplify or clarify 
specific provisions and also that other provisions shoiild be revised to malce them 
more acceptable to industry* The members of this Association have requested that I 
forward to you their comments and suggestions, which are as follows: 

l%20O Scope of Part 

It . is strongly recommended that this paragraph be expanded to incorporate 
a statement to the effect that this Part (2) is not applicable to fixed-price con- 
tracts including those providing for price redetermination* Uhtil such time as 
this paragraph clearly so states, there will be Procurement and Audit personnel who 
will continue to use it as a guide in connection with such contracting despite the 
Department of Defense Instruction to the contrary. Also, reference to Part 7 should 
be deleted until such Part has been issued. 

15-201.2 Factors Affecting Allowability of Costs 

It is believed that the factors affecting allowability of costs, as set 
forth in this paragraph should be used as a guide by Contracting Officers but that 
Audit Agencies should not be allowed to pass Judgment on the type of determination 
listed as item (1) and th± such limitation should be clearly stated. This can be 
accomplished by changing item (i) to read "reasonableness, as determined by the 
Contraoting Officer". 

Many contracts contain express allowance of certain costs. Therefore, 
item (iv) should not be restricted to limitations of costs but should be revised 
to read "any limitations set forth in this Part 2 or any pertinent provisions 
\ otherwise included in the contract as to types or amounts of cost items." 
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It la suggested that the third sentence of Subparagraph (b) be reylaed 
to read "In order to be acceptable^ the inethod used In connection vlth Government 
contracts shall ^ insofar as possible, confoim with generally accepabed accounting 
practices, provide uniformity of treatment for like cost allowances, be applied 
consistently, and produce eg^ul table results/' It Is not always practicable 
for Contractors to adhere strictly to a method because of clrcumatances.^pecullar 
to a particular contract. 

15-20l».2 (a) Advertising Costs 



All of the Contractor's advertising costs that are reasonably allocable 
to the contract should be allowable* Therefore, It Is recommended that this 
subparagraib be deleted and that the principles of ASPS d-U02 b.(l) be sub* 
stltuted therefor • 

l$-20i».2 (b) Bidding Costs 

There should be no question as to the acceptance of reasonable azsi 

equitable bidding costs. The last sentence of this subparagraph should read f 

'bidding costs will be accepted if found, by the Contracting Officer, to be ? 

reasonable and equitable." ^ 

19-201^.2 (c) Civil Defense Costs /''^ 

Because of the ever-changing situation with respect to civil defense acti- 
vities. Contractors could be forced into the position of having to contribute 
substantially to some local civil defense project and should not be precluded 
from recovering such expense in contract; pricing. Therefore, the last sentence 
of this subparagraph should be deleted, without substitution. 

15-20li'^2 (d) Compensation for Personal Services 

The la^t sentence Including items (1) add (11) should be deleted, without 
substitution. No liznltation should be placed either upon the employer contribution 
or upon the amount paid or accrued with respect to deferred ccmpensaticn benefits. 
There are a^lready sufficient restraints in the area of reasonable costs. Also, 
in the case',of some Contractors, the basic salary or wage is nominal in relation 
to the additional conrpensation benefits with the sumi of the two being relative to 
the services rendered. Without such plan the Contractor may not be able to attract 
and retain personnel necessary for both Government and non-Govemixbent business. 

l$-20l».2 (e) Depreciation 

SubpQy8g3::gpfi (3) (11) should be deleted and the following, substituted in lieu 
thereof "after the end of the emergency period, shall be computed by distributing 
the remaining undepreciated portion of the cost of the emergency facility, including 
any amount of unrecovered "true depreciation", over the balance of its useful life^-^ 
(but see (k) below.)" In instances where the facilities are utilized in the per- 
formance of defense contracts during the post-emergency period. Contractors 
should be permitted to recover in the post*emergency period as an element of 
contract cost the original cost or the applicable portion thereof of the facilities 
less "true depreciation" actually recovered during the emergency period. 



Mr. L. H. Mullt -3- june 

15-20^.2 (f) Employee Morale, Health and Welfare Costa and Credits 

It la suggested that "recreation prograns" be Included in the examples 
set forth in the first sentence of this subparagraph. 

15'20k.2 (g) Food Searvlce Costs emd Credits 

The last two sentences of this subparagraph should be deleted and the 
following sentence substituted: "Reasonable losses from operation of such 
serrlces are allowable provided, however, that suoh losses are allocated to 
all activities served." Reasonable losses should be allowable, as are other 
employee morale, health, and welfare costs, and should not be dependent upon 
the policy of the Contractor to operate the service at either a profit or 

BL JL089 • 

15-20t».2 (h) Fringe Benefits 

The words 'Vhlch constitutes. In effect, an la^jlled agreement on the 
qontractor's part" should be deleted from the last sentenceT 

15-20^.2 (IJ Insurance and Indemnification 

Subparagraito (k) states that actual losses not reimbursed by insurance 
are unallowable unless expressly provided for in the contract. This la in- 
equitable as Contractors should be entitled to recover the portion of such 
inJ^f ^\^n f*!?^**^^ aUocable to the contract. It is suggested that this 
Subparagraph (k) be rewritten to read as follows: "Actual losses not re- 
imbursed by insurance (through an approved self-insurance program or otherwise) 
are allowable. Such losses shaU be allocated to individual contracts on 
an equitable basis. 

15-204.2 (k) Maintenance and Bepair Costs 

Subparagraph (2) should be deleted since it forces the Contractor to 
anticipate future abnormal conditions that may be encountered at the time of 
entering- Into a contract. Furthermore, it requires the Contractor to convince 
the Contracting Officer that an abnonnal condition will exlst^thTA^^ 
This could be the source of considerable misunderstanding and argument since 
opinion plays aa important role la maintenance and repair items. 

l$-20i».2 (m) Material Coats 

.v,-r.«o? ^^Jj^^aph (6) the second reference to (1) and (il) should be 
W)1bo*5jJ bTc^'eSt^rrad^^ subparagraph. Also the second 

"the transferor 's sales price to its most favored customer for 
the eame item in like quantity and under similar circumstances; or" 
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l^-20U,2 (p) Pension Plana 

The first paragraph of Subparagraph (3) (ill) should be deleted and 
the following Inserted: "In cases where the Internal Bevenue Service with- 
draws approval of a plan, amounts allocated to contract costs subsequent to 
withdrawal of the approval will become unallowable. If they Contract 
costs allowable under Internal Revenue Service approvals should not be dis- 
allowed retroactively but only from the date the approval Is wlthdravn* ' 

1$-20U>2 (r) Professional Service Costs— ^Legal^ Accounting, Engineering and Other 

The cost of successful defense of antl -trust suits, and the successful 
prosecution of claims against the Government should be allowable under the ; 
provisions of Subparagraph (3) and should be so stated. 

1^-20U.2 (t) Rental Costs (including Sale and Leaseback of Facilities) 

The restriction, set forth In Subpaaragraph (3) , on amounts of 
allowable rent for facilities covered by sale and leaseback agreements 
la not equitable. Many contractors would be unable to finance the facilities 
required and, even If they could borrow the necessary funds. Interest on tho ^ 
loan would not be allowed as a cost. However, In order to g\aard against 
abuses, the allowable rental on facilities covered by sale and leaseback 
agreements should be based on the same factors as those In Subparagraph (l) 
for rental costs of land, buildings, and equipment and other personal property. 

1?-20U.2 (u) Research and Development Coats 

Allowability of costs for either general or related research work 
should not be limited to either those costs "specifically provided In the 
contract" (Subparagraph (2)) "or are related to the contract product line" 
(Subparagraph (3)) but should be allowable If equitably allocated to all 
work of the Contractor. As this siibparagraph Is now written It could Impose 
a hardship upon a large Contractor* whose research activities encompass both 
"general" and "related" research .In a common department or division. In 
such cases. It would be Impractical to segregate the "related" costs from 
the total costs « 

Subparagraphs (2) and (3) 'provide that tte Contractor disclose to 
the Government the purposes and results of Its research and development 
work, for the cost of such work ^o be allowable In contract pricing. This 
condition Is unacceptable and should be deleted, without substitution. 
This condition could require the disclosure of Information of the type which 
the Contractor desires to protec t from use by competitors In Industry and 
which he would so protect In theoourse of his regular business as one of his 
most valuable assets. ^ 




Subparagraph (5) should be deleted, without substitution. 
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l$-20l>-.2 (v> Severance Fay 

The second sentence of Subparagraph (1) should be reworded to 
read Tosts of severance pay are allowable, la each case. If It Is paid 
as the resiat of (l) legsd req.ulreinents, (11) employer-employee agreements, 
(ill) established policy of the Contractor, or (It) the circumstances of 
the particular employment," 

The entire first sentence of subparagraph (2) (11) should be deleted 
and the following substituted; "abnormal or mass severance payments actually 
made upon cessation of work when there Is no reasonable prospect of con- 
tinuing employment on other work of the Contractor Is allowable . The amount 
allowable shall be determined by assigning the total cost of actual mass 
severance payments to the applicable contracts existing at time of severance." 
Uhless this change Is made, the provision Is most Inequitable to Contractors 
as recovery cannot be made for amounts aUocated to contracts coarpleted 
prior to the date the mass severance costs are Incurred, 

15-2Ql».3 (c) Contributions and Donatlona 

It Is Inequitable to disallow contributions and donations which are C 
a normal cost of doing business and whliah, as good cltlsens of 
Contractors are required to make. This subparagraph should be revised to 
allov such expenses, when the Contracting Officer deteralnee thea to be 
reasonable. 

19-20U.3 (e) Excess Facility Costs 

This subparaigraph should be rewritten to read "U&less otherwise pro- 
vided for In the contract, these costs are unallowable." 

l^-20l<>.3 (g) Interest and Other Financial Costs 

Interest and other financial costs are good costs and should be 
allowable In contract pricing. Also, interest on borrowings Is subject to 
consideration in the settlement of termination claims as set forth In 
ASER, 8-402 b.(ll*) and should likewise be allowed as cost in connection 
with cost-type contracting. 

l^-20l».3 (k> Profits a nd Losses on Disposition of Plant. Equipment or 
otfler Capital Assets ' ~ — 

This subparagraph is contrary to the provisions of ASER 8-U02 b.(l6) 
which aUows the recovery of such items. It Is recommended that the ap- 
plicable provisions of ASEH Section VIII be substituted for the presently 
proposed language. xjr 

l$-20t».3 (1) Reconversion Costs 



There is no reason for the disallowance of any reconversion costs 
as they are defined in thSs subparagraph. 
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In suznmaxy^ it la strongly reconanended that Industry's vlevs as 
brought out In the Ma/ 2l8t iseeting and as supplemented by additional 
written conauents, such as those contained herein, be Incorporated In the 
Bevlsion prior to publication* 

The members of our Association sincerely appreciate the opportunity 
to submit their comients on the proposed Eerision and hope that their 
Tiews prove to be of assistance to you. 



Very truly yours. 



/s/ William J. Cronin 
Managing Director 



Hadio -Electeonics -Television Manufactueehs AsscSaSiraoN's^j^ 
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Rear Admiral. L. H. Thomas, SC, USN copv f^^.,^ 

pi?fhasinr&°Contracting Policies Division j/T' 

Officf of the Ass»t. Secy, of Defense (Supply & Logistics) ^^i^ ^ ^ 
Department of Defense 
Washington 25, D. C. 

Dear Admiral Thomas « 

On behalf of RETMA I wish to express appreciation for the . 
opporttmity of attending the May 21 meeting at ttie Pentagon to 
discuss the proposed revision of ASPR Section X7, Part 2. This 
letter also serves to reply to the informal Invitation extended 
at the meeting to submit comments. 

The Accounting and Cost Principles Task Committee of this 
Association gave full consideration to the revision propofed a 
Year agoj comments and recommendations thereon were submitted on 
June 20, 1955. We were pleased to note that the current revision 
indicates your adoption of some of the recommendations advanced 
by this and other industry associations. However, many other 
Important recommendations were not accepted. The position of our V: 
Association with respect to these is unchanged. 

/Cl^A^^.-^ We have reviewed the new proposal but feel the need to 

/ protest that the time allotted is u nreasonably short in view of 

the Impact that it may have on Industry. The approach of this 
V. Part 2 is that of an audit ja anual as distinct from an outline of 
accounting and cost principles. This can give rise to serious 
problems in contract negotiation and in the recovery of true costs 
since ASPR Section X7, Part 2, is made a part of cost-reimbursement 
type contracts. Contractors* accounting systems are based on the 
needs of their businesses and have been evolved under competitive 
conditions. Many of them have been approved by the Departments 
with -iAiich they do business. 

Viewed generally, the new draft does the followlngt 

(1) It singles out numerous items as unallow able ^.-^-^ 
' where the Regulation was formerly sile;it.--This Dars 
both the Government and ixmstfT^TtM judging the 
allowability of items on the basis of reasonableness 
and allocab-Slity of the contract • 

i.4 
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(2) In fifteen Instances sp ecific provisi ons are 
required In the_j iontract or the Item Is lanallowable, 
Becaus e of the negative pihraslng, contracting officers 
presumably will have to separately justify the Inclusion 
In contracts of each and every one of these Items. 

(3) In numerous Instances the proposal prescribes 
the accounting procedures to be followed. These could 

be at variance with existing procedures of the contractor 
based on the needs of his business* 

(h) It classifies as unallowable Items recognized 
as costs under sound accounting practices and the 
present policies of the Services • 

The adoption of your proposal will present contractors with 
the serious problem of performing contracts negotiated befor e 
the revision under the cost principles of the exis-Wng-'faxt 2, 
and performing contracts negotiated thereafter la-^^ccordance - 
with the proposed new requirements. This wilx'Tesult In 
confusion, administrative difficulties and serious harm to the 
contractor. The confusion and difficulties will be compotmded 
if, as we understand, the proposed Part 2 is soon to be replaced 
by yet another revision. 

We understand that theparagraphs on General Research, 
Contributions and Donations, and Profit Sharing Plans are still 
under consideration. These three categories of costs vitally 
affect (1) the growth of our industry and its ability to play 
an Important part in the National Defense, and (11) the ability 
of Indtistry to contribute its share to the public welfare, and 
(ill) the- ability of Indtistry to grow by virtue of being able 
to offer Incentives to employees. Arbitrary or ill-considered 
decisions , la these areas could have harmful effects ccanpletely 
out of proportion to any relatively small savings to the 
Government that might be reflected In contract costs. ^ 

(1) With respect to the fifteen items classed as unallowable 
TOless the contract specifically provides otherwise, we recommend 
•that these be considered allowable subject to the test of 
reasonableness and allocability. Where costs have been properly 
Incurred, it seems unreasonable to expect that the contractor 
will be precluded f rOTi recovery either because he was unable to 
anticipate the incurrence, or overlooked the requiranent for 
their inclusion, or, because of the situation prevailing at the 
time of the negotiations, was unable to convince the contracting 
officer of the need for their inclusion. 
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The iftn g-aa^e employed seems to direct the contracting 
nff leer to class these costs as unaii6UiiUiy aud pliiu«3' the 
Snrden of jtistifying the inclusion of special provisions on 
the contractor. This prejudices the contractor* s position 
from the outset, particularly vhere so many items are involved. 
Also specific justification can depend upon circumstances that 
may not arise until long after the contract has heen negotiated. 

As a less desirable alternative to the above, ve recommend 
as a minimum that these fifteen categories 61 eostS "be accorded 
treatment patterned after the existing procedures now embodied 
in Part $ of Section XT' of the Regiilation, that is, state that 
these costs are allowable when circumstances warrant and 
indicate that they are to be so considered at the time the 
contract is negotiated. 

(2) The new proposal disallows losses not reimbursed by 
instirance throuigh an approved self- Insurance program or other- 
wise, unless expressly provided for in the contract. This is 
one of the items discussed from a general point of view In (1) 
above. However, the Importance of this topic warrants that It 
be given additional consideration. 

Insurance clauses in contracts to a very considerable 
extent give the contracting officer the right to limit the 
amount and kinds of insuram.ce contractors carry and to direct 
them to carry insurance in specific amounts, etc. Under these 
circumstances, losses in excess of amounts covered by Insurance 
or losses for which no insurance was deemed necessary by the 
contractor or the contracting officer should be allowable. 

(3) In connection^wlth the subject of fully depreciated 
assets, the recordin£/roe contractor's book of accounts of 
accelerated amortization should not be considered as depreciation 
for the? purpose of determining whether an asset has been fully 
depreciated. 

(V) The proposal with respect to pension plans does not 
folly recognize that contractors are conmitted to pension plans 
by virtue: of tmion contracts, employee agreements, etc* The 
costs of snch plans are a necessary and true cost of doing 
business* 

Under the proposal the Government may at any time in the 
future recover any credits or gains that may then be determinable 
as having arisen from abnormal employee terminations. No 
corresponding provision is made, however, where later results 
show that the contractor under-recovered during the period of 
contract performance* 



Specifically, we would recOTmiend that pension plans approved 
by the Internal Revenue Service should automat ica3Lly be considered 
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flptseotahle by other Government agencies. In addition, approval 
o? a contractor's plan "by the military Department having audit 
cognizance should "be mandatory on other Departments. 

With respect to credits or gains arising from abnormal 
employee termination, no specific method shoiad be prescribed. 
Instead, treatment should be based on whatever method is 
mutually agreed to be fair and reasonable In light of all 
circumstances . 

(5) As an editorial ccmiment, Paragraph 15-20M-.2 (cc) seems 
to have overlooked a statement on the allowability of costs for 
travel incurred in relation to specific contracts Tidiich, 
depending upon the contractor's system, might be recovered 
either as a. direct charge or in overhead. 

(6) Paragraph 15-203.1 (c) sets an arbitrary maximum of 
one year as the length of the base period. This limit should be 
for guidance only. 

Tn conclusion, we hope you will find the above comments of 
value. We are confident that the basic policy of the Defense 
Department with respect to the recovery of costs under cost- 
reimbursement contracts is to provide means and assurances for 
the contractor wholly to recover his legitimate costs. A policy 
%diich would provide for anything short of this would, in effect, 
shift a portion of the cost of contract performance and result 
in an unreasonable and inequitable burden being placed on the 
contractor. 



Sincerely yoxirs. 




E. E. HcClaran, Chairman 
Accounting and Cost 
Principles Committee 



my 
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Supply and Logistics February 10, I960 

MEMORANDUM FOR The Assistant Secretary of the Army (Logistics) 

The Assistant Secretary of the Navy (Material) 
The Assistant Secretary of the Air Force (Materiel) 

SUBJECT: Uniform Procedures for the Implementation of Contract Cost 
Principles and Procedures, ASPR, Section XV, Part 2, as 
Revised by Revision No. 50 dated 2 November 1959 



L Purpose^ The purpose of this memorandxmi is to establish uniform 
procedures for the implementation of the Contract Cost Principles and 
Procedures, ASPR, Section XV, Part 2, as set forth in ASPR Revision No* 50, 
dated 2 November 1959# with respect to new and existing contracts with com- 
mercial organizations* Procedures with respect to new and existing contracts, 
with colleges amd xmiversities under the revised ASPR Section XV, Part 3, are 
contained in my memorandum dated October 12, 1959. 

2. Backg rounds The Notes and Filing Instructions of ASPR Revision 50 
provide that the principles and procedures set forth in that Revision are manda- 
torily effective 1 July I960, but that compliance therewith is authorized upon 
receipt of the Revision, and that existing cost- reimbursement type contracts 
may be amended to include the revised principle a, but only if the amendment 
will not be to the disadvantage of the Government. 

3. Procedure. Set forth below are guidelines to be followed in implement- 
ing the revised cost principles. 

(a) Existing Cost«> Reimbursement Type Contracts. 

(1) Total costs measured imder. the revised cost principles and 
procedures applicable to cost-reimbursement type contracts may differ from 
total costs measured imder the cost principles and procedures now incorporated 
in existing cost-reimbursement contracts. Furthermore, while it is probable 
that such differences would not be substantial in most cases, an accurate appraisal 
of the differences in each case would, in most instances, require an \mwarranted 
amount of time and effort on the part of both the Government and the contractor, 
particularly in connection with evaluating the cost impact on subcontracts and in 
the case, of a particular concern when it is acting as a prime contractor and also 
as a subcontractor to another prime contractor. 



(2) In view of the above circumstances, existing cost-reimburse- 
ment type contracts shfi^ be costed out as a general rule in accordance with the 
Allowable Cost, Fixed Fee, and Payment clause (ASPR 7-203.4) of the contract 
and the cost principles presetitly incorporated therein by reference. For purposes 
of asc*ertaining the cost principles in effect upon the date of the contract, the 
effective date of the revised cost principles shall be 1 July I960 unless the contract 
has been written or amended to specifically incorporate the revised coat principles. 
An existing cost- reimbursement type contract may, however, be amended to 
provide for the use of the revised cost principles when resolution of the adminis- 
trative problems above does not require an xmwar ranted amoimt of time and effort, 
where such action wo\ild not be to the disadvantage of the Government and where 
the contractor agrees to such amendments The following factora will be taken into 
consideratioh in those limited situations where the amendment of existing cost- 
reimbursement type contracts is being considered: 

(i) anticipated increased or decreased costs, if any; 

(ii) administrative savings expected to be gained by 

costing cost-reimbursement prime contracts with 
a given contractor on the basis of one set of cost 
principles; 

(iii) the effect on subcontracts under the prime con- 
tract (see ASPR 15-204(b)); 

(iv) absence or existence of specific contractual pro- 
visions or other arrangements affecting the treat- 
ment of certain costs, such as those for research; 

(v) in consideration of (iv) above, the appropriate use 
of advance understandings (ASPR 15-107) as for 
example, where it may not be appropriate to allow 
independent research costs under the revised cost 
principles in instances where such costs have not 
been allowed heretofore under the existing contracts; 

(vi) other advantages or disadvantages to the Government. 

Contractors should be required to furnish any data deemed necessary in connection 
with the evaluation contemplated above. The cognizant audit activity should be 
requested to provide an advisory report for use In determining the proper 
action to be taken. & Jf r 
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(3) Where existing contracts are amended to incorporate the re- 
vised cost principles, such amendments should normally be made effective as of 
the date of the beginning of the contractor's fiscal year nearest the date of the 
amendment, 

(b) New Cost- Reimbursement Type Contracts. 

(1) In the case of contractors having existing cost-reimbursement 
type contracts all of which are being costed xmder the old cost principles, new 
contracts shall provide for the use of the revised cost principles, but may carry a 
proviso for the use of the old principles for the period between the date of the 
contract and the end of the contractor's current fiscal year. 

(2) In the case of contractors having existing cost- reimbursement 
type contracts with a particular Department or procuring activity, any of which are 
being costed under the revised cost principles, any new contracts of such Depart- 
ment or procuring activity should provide from the beginning for the determina- 
tion of costs in accordance with the revised cost principles. 

(3) In the case of contractors having no existing cost- reimbursement 
type contracts, the new contracts shall provide from the beginning for the use of 
the revised cost principles. 

(c) Contract Clauses. The following clauses are examples which may 
be used, as appropriate, in accordance with the guidance stated above. 

(1) For use in amending old contracts and in new contracts where 
it is desired to provide for a delayed effective date for the new principles. 

USE OF REVISED CONTRACT COST PRINCIPLES 

Subparagraph (a) (i) (A) of the clause of this contract 
entitled ^'Allowable Cost, Fixed Fee, and Payment^' which 
reads ''(A) Part 2 of Section XV of the Armed Services 
Procurement Regulation as in effect on the date of this 
contract; and'' is hereby deleted and the following sub- 
stituted therefor: "(A) Part 2 of Section XV of the Armed 
Services Procurement Regulation in effect prior to ASPR 

Revision 50 dated 2 November 1959 unta , and 

thereafter in accordance with Part 2 of Section XV of the 
Armed Services Procurement Regulation as revised by 
Revision No. 50 dated 2 November 1959; and"; 



(2) For use in new contracts entered into prior to 1 July I960 in 
the new principles are to be used from inception. 



USE OF REVISED CONTRACT COST PRINCIPLES 

Subparagraph (a) (i) (A) of the clause of this contract entitled 
"Allowable Cost, Fixed Fee, and Payment" which reads "(A) Part 2 
of Section XV of the Armed Services Procurement Regulation as in 
effect on the date of this contract; and" is hereby deleted and the 
following substituted therefor: "(A) Part 2 of Section XV of the 
Armed Services Procurement Regulation as revised by Revision 
No. 50 dated 2 November 1959; and"; 

(d) Existing Fixed- Price Type Contracts. Contracting officers will 
use the revised cost principles as a guide, in accordance with revised ASPR XV, 
Part 6, in the administration of existing fixed-price type contracts. Such use, 
however, shall be only to the extent that it is not inconsistent with any contractual pro- 
visions, understandings, or agreements established in the negotiation of the contract. 

(e) New Fixed -Price Type Contracts. Contracting officers wiU use the 
revised cost principles as a guide in accordance with ASPR XV, Part 6 in the 
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negotiation and administration of new fixed-price type contracts as soon as practicable 
but in no event later than 1 July I960. 



(f) Terminated Contracts. In fixed-price type contracts, settlements 
or convenience termination shall be made in accordance with the termination for 
^ronvenience clause of the contract and the principles for consideration of costs set 
forth in or referred to in ASPR 8-302, as in effect on the date of the contract. For 
purposes of ascertaining the cost principles in effect upon the date of the contract 
the effective date of the revised cost principles shall be I July I960 unless the con- 
tract specifically incorporates the revised cost principles. Settlements of cost- 
reimbursement type contracts are governed by the allowable cost clause in the 
particular contract at the time of termination. 

Cost-reim bursement Type Subcontracts. Any amendmmt of an 
existing prime. contract to incorporate the revised cost principles shall specifically 
cover the reimbursability of costs stemming from cost-reimbursement type sub- 
contracts thereunder. K the amendment of the prime contract does not expressly 
provide otherwise, the reimbursability of such cbsts is automatically governed by 
t^^ ITo'f *^P'?^"Pl«« (see ASPR 15-204 (b)). If this result is not acceptable, 

! P'^® contract shall provide that, notwithstanding ASPR 

ia.204(b), the reimbursabiUty of such costs will not be affecte^-by the-amendment. 

reports ^Jl? "^^^^^TT^^^^^^* ^ '=°^d^<:Vof audits and the submission of audit 
reports, auditors will use the cost principles incorporated in the contracts in the 
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case of existing and new cost- reimbursement type contracts. Auditors will use the 
revised cost principles immediately in the case of new fixed-price type contracts, 
except where such use under an audit already in process would unduly delay the sub- 
mission of a report. In the case of existing fixed-price type contracts, auditors will 
use the revised cost principles, except where such use under an audit already in 
process would unduly delay the submission of a report or unless the contracting 
officer requests that the audit report be prepared on the basis of the old cost 
principles. 



Isl 

PERKINS McGUIRE 
Assistant Secretary of Defense 
(Supply and Logistics) 
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;'ot for publication until 
v/jleased by the House 
Appropriations Committee, 

3TATEMENT OF THE 
ASSISTANT SECRETARY OF DEFENSE (SUPPLY & LOGISTICS) 

BEFORE THE 

SUBCOMMITTEE ON DEPARTMENT OF DEFENSE APPROPRIATIONS 

OF THE 

COMMITTEE ON APPROPRIATIONS, HOUSE OF REPRESENTATIVES 



Mr, Chairman and Members of the Committee: 

I appreciate this Committee's continued"ihferest in the supply and service 
progr airs which are under the policy guidance of the Office of the Assistant Secretary 
of Defense (Supply and Logistic s)« 

We v/ho are associated with Defense logistics believe that significant advances 
have been made in Defense policies and management technique s* 

This Committee has provided" appreciable assistance to us through encouraging 
prompt implementation of plans and programs which we have presented from time to 
time parenthetically, I might add that some of our progress has also resulted 
from pointed and constructive criticism. 

Appearing with me today is the Deputy Assistant Secretary of the Army 
(Logistics), Assistant Secretary of the Navy (Material), and Assistant Secretary of 
the Air Force (Materiel). They are also prepared to present a statement regarding 
the activities of their respective organizations. 
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The Honorable Reuben Robertson, Jr^ 
Deputy Secretary of Defense 
The Pentagon 
Washington 25> D*. C-r* . 

Dear Mrr Robertson: 

The National Security Industrial Association/ on June 20 j 1955> submitted 
to the Departoent of Defense its comments on a proposed revision of Part 2 of 
Section -XV of the Armed Services Procurement Regulation dated March 23^ 1955 in 
which objection was expressed to the current and proposed policy of disallowing 
interest and other financial costs for military contract pricing purposes as proper 
costs of doing business. That the disallowance of interest is inconsistent with 
generally accepted acco\inting principles and practices was fully discussed in an 
earlier report on this subject which was presented to the Honorable Charles Wilson 
in a letter dated September 3^ 195U^ a copy of which was attached to our comments on 
the revision of Section XV of ASPR* 

We now wish to supplement these statements with the following additional 
comments on interest which we believe merit your further consideration in connection 
with any review of this problem. 

In order to ascertain the probable position of the General Accounting Office 
relative to the allowability of interest on borrowings, a meeting was held in 
August 1955 between representatives of the National Security Industrial Association 
and representatives of the Comptroller General* s Office, including the Honorable 
Joseph E. Campbell, Comptroller General of the United States. The representatives 
Qf GAO indicated that no ruling had been released by the Comptroller General's 
Office requiring the disallowance of interest on borrowings except in instances which 
have held invalid any contract provision, not specifically authorized by statute 
which had provided for interest on delayed payments by the Government. 2 Comp« 
Gen. 181 (1922); 5 Comp. Gen. 6U9 (1926) j 22 Comp. Gen. 772 (1926). Cf- 27 Comp. 
Gen, 690 (19U8)* Interest referred to in these cases ifi completely distinct from 
interest on borrowings here involved* 

The GAO representatives indicatedthat, in the published rulings of the 
Comptroller General, interest on borrowings as a cost had never been questioned; 
that the GAO, in carrying out its responsibilities in determining whether government 
contracts were properly negotiated and administered^^ was guided by contractual pro- 
visions and co ntrolling regulat ions e manating from the Department oFT3efen se}^ and~ 
^it~they would not oppose^a r egulatlon which permitted reasonable types oFiJiterest 
to be allowed as a cost in certain situations. It was also stated that the experience 
of the past ten years has indicated a real necessity for borrowings to finance 
government contracts and that there appears to be a proper place for the allowance 
of interest on borrowings in reasonable circumstances .- (Permission was granted by 
Mr* Campbell to refer to this conversation.) 
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A brief summary of legal references, which seem to support interest 
allowability is also submitted for consideratione 

(a) The disallowance of interest on borrowings as a cost is 
inconsistent with the requirements of federal statutes 
applicable to contractors* For instance, interest is 
accepted as an allowable cost for tax purposes under 
Section 163 of the Internal Revenue Code of 195U'> 

It is also recognized as a cost in Renegotiation under 
Section 103(f) of the Renegotiation Act of 1951- It^^should be 
noted that "reasonable interest, not in excess of U^^is allowable 
as a cost under the Vinson- Trammell Act when paid on indebtedness, 
the proceeds of which are used to acquire additional equipment 
and facilities for defense production or working capital to operate 
such equipment and facilities. See I..T* 3U00, 19U0-2 C<.B. I4I5* 

(b) Interest on borrowings is also recognized as a cost under 

ASPR 8-U02(b) (lii) in settling terminations of fixed price contracts 
and ASPR 8-512 authorizes its inclusion in settling the termination 
of a cost-type contract when not inconsistent with the reimbursement 
provisions of the particular contract. 

(c) Allowance of interest as a cost has been expressly authorized 
by statute o The Judicial Code (28 S* Code Sec. 2$l6) pro- 
vides that "interest on a claim against the United States 
shall be allowed in a judgnent of the Court of Claims « * » 
under a contract expressly providing for payment thereof 
Under prior legislation which is essentially identical 

(as codified in the 19U8 Judicial Code), the Supreme Cotxrt has 
construed such legislation as authorizing the payment of interest 
on sums due and owing by the United States under a contract 
expressly providing for such allowance. See also United States v* 
Thayer-West Point Hotel Company, 329 U* S. 585, 590 {19k7)i 
United States v. Tillamooks, 3UI U. S» U8, U9 (1951)} Ramsy Ve 
United States, 101 Supp» 353^ 356 (Ct. Cls, 1951) > cert^ den. 
3U3 U. So 977 (1952). 

(d) The First War Powers Act permits the allowance of interest on 
borrowings as a cost without regard to the provisions of any 
other law even if any other law which might be existent caused 
doubts* See hO Ops. Atty. Gen. 225 (19U2) * 

(e) Interest as a cost has been allowed by the Armed Services Board 
of Contract Appeals. In Hughes Aircraft Company (ASBCA NOc 1933) 
(195U) the Board allowed interest as a cost under a cost-type 
contract where ASPR Section XV was not incorporated by reference 
and therefore did not controls In Hayward Wollen Co. 

(ASBCA No. 1580(1955), the Board allowed interest in an RFC loan 
as provided by contractual agreement* Where there was nothing 
specific with respect to the disallowance of interest as a cost 
in repricing a fixed price contract, the Board has considered ASPR 
Section XV to be inapplicable to deny such interest and interest, 
was disallowed only because there was nothing in the record "which 
would serve as a proper basis for the allowance of interest." 
See Edo Corp*, 5 CCF par* 61, 2i;3 (ASBCA No. 670) (1951) - 
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on an individual contract basis j but this does not in itself give the Government the 
right to take these items out of the category of negotiation and put them in an area 
of policy without giving industry the same right to negotiate that policy on an indus- 
try basis* — ■ 

Consequently, the revision of the cost principles should be based upon a 
^•/J^bilateral approach to the problems • In order to accomplish this, it is our firm belief 
|A V A*^^* a mutually acceptable and more efficient policy and procedure will be attained by • 
'\\ J^^™^**^'^^ industry to participate in the discussion with the Department of Defense of 
\ K V>r ^® objectives of each disputed paragraph of the proposed regulation and by permitting 
V. y industry to re-present its views to final reviewinp ^ a^lt^nr-lfy where differences remain 
1^ s/ unresolved* The National Security Industrial Association is prepared to render anv 



Security 
assistance in this respect* 



If the problems in the current proposed revision of the cost principles can- 
not be resolved by such mutual effort, then we believe that the present Part 2 of Sec- 
tion XV should be retained, because it is a more clear cut and a more workable set of 
cost principles* 



Cordially, 



Frank L« Fuller 

Committee Executive / for 



Paul A* Reck 
Chairman 

National Security Industrial Assn« 
Accounting and Auditing Committee* 



FLF/jtm 
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(1) Specific comment re DOD proposed draft dtd 20 Apr 56 

(2) Ltr to Reuben B Robertson re Interest dtd 7 Feb $6 
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Curtiss-Wright. Corporation 
Wood-Ridge, New Jersey 

W.> E- Uoyd 
Controller 

Engineer Products Division 
Radio Corp. of America 
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General Electric Company 
570 Lexington Avenue 
New Yorkj New York 

William U. Niss 
Bath Iron Works Corp* 
700 Washington Street 
Bath, Maine 

Carl G* Pansegrau 
Federal Tel^ & Radio Corp* 
100 Kingsland Road 
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p.* A» Reck 

Sperry Gyroscope Company 
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COMTRACT COST PEINCIPLES AND PBOCEDOEES 



15-000 Scope of Section ^ This Section contains general cost 

principles and procedures for the detemdnation and allowance of costs 

\ 

in connection with the negotiation and administration of cost-reinbnrsement 



gukd< 

. \ ^ 

^negotiated fixed-price type contracts and in contracts terminated for theC 



tj^pe contracts^ and contains guidelines for the evaluation of costs in 



convenience of the Government* 

Part 1 ~ Applicability in 6o8t-T7pe Supply and Research 

Contracts with Org^zations Other Than Zducational 
Institutions 

15-101 Scope of Part* This Part ]^e scribes the use of contract cost 
principles and procedures, set forth in Part 2 of this Section, in con-* 
tractihg ^^iMriMiRlnieMvc with organizations other than educational ^ ^ ^ 





institutions under cost-reimbursement type ci^ntracts (including cost- ^ ^]C^^ 
reimbursement type subcontracts thereunder) arid, to the extent hereinafter 
provided, in the termination of such contracts, ^or th e coB v enience of th e 
GQ^ci'iiUieuL* 

15^101>1 Prescribed U8e > Part 2 is prescribed for use: 
I (i) as >r contractual basis, by incorporation by reference in 

the contract, for determination of reimbursable costs under 
cost-reimbursement type contracts (ASPR ^404), including 
cost-reimbursement type subcontracts theremder, and the 
cost-reimbursement portion of time-andnnateritals contracts 
(ASPR 3-405.1); 
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(jLl) AS the basis for the vaWSaBHiiUiili. ijJL negotlateif overhead 

rates (ASPR, Section IH, Part and 

(iii) aia the basis for the detennination of costs of terminated 

cost-reimbttrsement tjpe contracts in which the contractor 

elects to "Toueher-ont" 1U.S costs (ASFR, Section VIII, 

Part 4) , and. for settLnaent of snch contracts Ij deter- 

fflination (ASFR d-20^7). 






Part 2 - Principles ftxid Procedures for Use in Cosi^-Type 
^ <! Stippijr and Research Contracts 
/ with Cdmerclal Organizations 

_Part# This Part 

•re* 

subcontrajrCs with organizat^ns other 
(ii)^r construction and for 



15-201 Basic Considerations > 

15^201^1 Compbsition of Total Cost > The total cost of a contract 
is the sunt of the allowable direct and indirect costs allocable to the 
contract, incurred or to be incurred, less anj allocable credit s» In 
ascertaining ^rtiat constitutes costs, any generallj accepted method of 
detemining or estimating costs that is equitable under the circtmistances 
may be used, including standard costs properlj adjusted for applicable 
yariances* 

15-201^2 Factors Affecting Allowability of Co8ts > Factors to be 
considered in determining the allowabilitj of indiiddual items of cost 
includes (i) reasonableness, (ii) allocability, (ill) application of those 
generally accepted accounting principles and practices appropriate to the 



particular circumstances,] (ii:) signifi from the establishe 

practices of the contractor tfh1 rh wm} d mibn ant 1 n/l 1 j increase the contract 
costs, ^^^^ ^ limitations or exclusions set forth in this Part 2, or 
otherwise included in the contract as to types or amounts of cost items* 

15-201^ 3 Definition of Reasonableness ^ A cost is reasonable if, 
in its nature or amount, it does not exceed that >^ch would be incurred 
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by an ordinarily prudent person in the conduct of competitive business. The 
question of the reasonableness of specific costs must be scrutinized with 
particular connection vdth companies or separate divisions thereof 

>dd.ch ^avi^noty^ub ject to^^^^^itive restraints^ bee auso the piepondopttnco 




of fcheii ' bujlueoo - is w ith ^ h e Oc^uei ' iiiuGiib or booauoo of aijjf ulUiax ' x g dsun ^ 
What is reasonable depends upon a variety of considerations and circumstances 
involving both the nature and amount of the cost in question* In determining 
the reasonableness of a given cost, consideration shall be given to: ' 
(i) vAiether the cost is of a type generally recognized as 

ordinary and necessary for the conduct of the contractor's 
business the perfonnance of the contract: 
(ii) the restraints or requirements imposed by such factors as 
generally accepted sound busincfss practices, am»s length 
bargaining. Federal and state laws and regulations, and 
contract teras and specifications; aaL^ 
(iii) the action that a prudent business man would take in the 
circumstances, considering his responsibilities to the 
owners of the business, his employees, his customers', the 




• r /\ Government and the public at large; 
L5-201 A Definition of AUbcabilltv. A cost is al 



15-261 A Definition of AUbcabilitv . A cost is allocable if it is 
assignable or chargeable to a particular cost objective, such as a contract, 
product, product line, process, or class of customer or activity, in 
accordance with the relative benefits received or other equitable relationship. 



^'^Susr^ a cost is al^oca^e tcyL 

(1) is incurred specifically for the contract; 



a^ Government contract if it : 
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(ii) benefits both the contract and other work or both Government . 
work and other work and can be distributed to then in reason** 
able proportion to the benefits received; or 
(iii) is necessary to the over-all operation of the business, 
although a direct relationship to any particular cost 
objective cannot be shown* 
15-201*5 Credits * The applicable portion of any, aotunl e y Qn t ielpat> e d 
income, rebate, allowance, and other credit relating to any allowable cost, 
received by or accruing to the contractor, shall be credited to the 
Government either as a cost reduction or by cash refund, as appropriate* 
15-202 Direct Costs* 4^ \J-<^ ^t^^^ ^^^^^^^^^^^^^ 

C>(a) Adirect cost is any cost i iii>urred or to be in e ujOT d gale a qr 

. -^fj a ^S^^^e^st objective.; O faggif l chfctjiun of an ilem a fr^ ^ 
^ |Lirect cost; ^ not aotoaninod by 1t*! InrnrrQritlmt in the end pro^ct as 
material or labor* Costs i ^wrS d ^r^ b^o ^ ^^S cu^^e^ ^^ f o r th e benefit ■ 
^ the contract are direct costs of the contract and are l^be charged 
directly thereto* Costs lilnTn^^^ irf other work of 

the contractor are direct costs of that work and are not to be charged to 
the oontract directly or indirectly* Vihen items ordinarily chargeable as 
indirect costs are charged to Govemmexit work as direct costs, the cost 

of like items applicable to other work of the contractor must be eliminated 

■' - . ' • . ■ 

from indirect costs allocated to Government work* 

(b) This definition shall be applied to all items of cost of 
significant amount ^^sagfiiitiSigSSSSIII^^ \ 
unless the contractor demonstrates that the application of ^ 
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^ practice achieves sab3tantiall7 the same results* Direct cost 

items of minor amount may be distributed as indirect costs as provided in 

ASPR 15-203* Q^^^P^ 

i5-221 Indirect Costs g . ^ / ' ^ jl ^ ' 

— ^yv-^ A-AX^vt^<^^ 

(a) An indirect cost is ^n j y fffast inu i ii i ^ i yg op ^e- be jLiifauA i j^J fui 
^hn ben i ^iglli uJ muponihtta o n e ae o t 9 bj e oti¥» > 9 Minor iirect cost items may 
be considered to be indirect costs for reasons of practicality. After direct 
costs have been determined and charged directly to the contract or other 
work as appropriate^ indirect costs are those remaining to be allocated 
to the several classes of work. 

(b) Indirect costs shall be accumulated by logical cost grouplnga 
idth due consideration of the reasons for incurring the costs, uhlch are ia- 
< buru dioUilTn i h' iil 1 11 H iii iii i l i ilijHfTm^e * Bach grouping should be determined 
so as to permit distribution of the grouping on the basis of the benefits 
accruing to the several cost objectives; ConBonly^ manufacturing overhead, 
selling expenses, and general and administrative expenses are separately 
grouped*. S imila rly, the particular case may require subdivisions of these 
groupings; e.g«, building occupancy costs might be separable from those of 
persoxmel administration vithin the manufacturing overhead group* The 
nunber and composition of the groupings should be governed by practical 
considerations and should be such aa not to ^Su^complicat^ the allocation 
idiere substantially the same results are achieved through less precise 
methods. 

(c) Each cost grouping shall be distributed to the appropriate 
cost objectives. This necessitates the selection of a distribution base 



DRAFT 

iZ Ward! 1959 

eomioa tok aXL cost objectives to idiich the groupixig is to be allocated. 
The base shocdd be selected so as to perndt allocation of the grouping - 
on the basis of the benefits accruing to the several cost objectiyes. 
This principle for selection is not to be applied so rigidly as tC^c 
complicative anocatioo^iAerr'suEstantiallj the same results are achieved 
through less precise methods, 

(d) The method of allocation of indirect costs must be based on 
the particular circumstances involved. The method shall be in accord with 
those generallj accepted accounting' principles idiich are applicable in the 
circumstances. The contractor's established practices, if in accord irLth 

such lib 111 accounting principles^ «hall|^e^ace^able. However, 

the methods used by the contractor may requii^ re-examination whenr 

(i) any substantial difference occurs between the cost patteme 

of work under the e«itraet and other work of the contractor; 

or- 

(ii) any significant change occurs in the nature of the business, 

the extent of subcontracting, fixed asset Improvement programs, 
y the inventories, the volume of sales and producticm, maim- 

I f&eturing processes, the contractor's products, or other 

_ relevant circumstances. 



durl (e) A base period for allocation of Indireot costs Is the period 
during vhioh sueh costs are inourred and aoeumnlated for distribution to 

wozic work performed in that period. Hormally the base period will be the con- 
tractor's fiscal year, however, use of a shorter period may be appropriate / 

sole in ease of (i) contracts whose performance Involves only a minor portion of I 
the fiscal year? or (ii) where it is general practice in the industry to / 

suff: use a shorter period. In any event the base period or periods shall be /'a 
so selected as to avoid inequities in the allocation of costs. When the 
contract is performed over an extended period of time, as many such base parioc 
will be used as will be required to represent the period of contract per- 
formance. 



L 



DRAFT 

la Ma r eh -1959 

norxaallj no I6ngexv4han one year* When the contract^ls performed over an 
extended period of t 
be reqoired/to represe! 

15-2Qti. Application of Principles and Standards > 




>>(a) Costs (including those discussed in ASFR 15-yitrrt) shall «e^ 



be allowed ean^ to the extent that they are reasonable (see ASPH 15-^201.3), 
allocable (see ASPR 15-201 ♦4), and determined to be allowable in view of 
the other factors set forth in ASPR 15-201»2^ 

(tiO The extent of allowabilitj of the seleete^items of cost 
covered in ASn 15^204* 2 has been stated to apply bro^y to many accounting 
systems in varyji^ contract situations. Thus^ as 1^ any given contracty ; 
the reasonableness 
difficult to determi; 
^^^^^''^^^^ 

to avoid possible' sul 



terns of cost may be 

't ^ ^{j^^c X^M, nr-^-a^^F^-^ 

the 669exmexil» in order 
r based on unreasonableness or 



non-ailocability, it is important ^rhat prospective contractors, particularly 
those jnhose work is predcMninaSnWiy or substantially with the Government, 
seek agreement with the Govepto^nt in advance of the incurrence of special 
or unusual: costs in categones where reaisonableness or allocability are 
difficult to deterainoy/'Su^ may^'be initiated by contracting 

off leers individually/or jointly for ^ defense work of the contractor, 
as may be approprl^e. Any such agreemkit should be Incorporated in cost- 
reimbursement typ/ contracts or made a pa\t of the contract file in the 
case of negotiated fixed-price type contracts, and should govern the cost 
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h i i9 m » eoYered therebj throughout the performance o/ the related 

/ 

contract. \The absence of such an advance agreement on aiqr element of 

• / ' - 

coS(t mill nol^. In itself, serve to make that element either allovfable or 

bain costs id sucb-^ hat ad v a 





,15-204,2 

(i)(6)); 

(v) coapensation for Wrsonal services (ASPR 15-204.2 (f)); 
(vi) deferred maintewlnc^ costs (ASPR 15-204.2 (t)(l)(ii));, 
(vil) research and development costs (ASPR 15-204.2 (ii)(6))} and ' "^'^^Z. 
(viii) selling and (J^atributi^gosts (ASPR 15-204.2 (kk)(2) J. 



Selected items of cost are considered in ASPR 15- 'fl04ia/ 
Howeveir, A^^ 15-20i|if^does not cover ev^iy element of cost and ever7 
sitoatioa that might arise in a partictOki^case^ Failure to treat anj 



Itea: of eos-t in AS% 



56-2o5e 



is not intended to implj that it is either 



allowable or unallowable. With respect to all, items, whether or not 
specifically covered, detennination of allowability shall be based on the 




principles and stsoidards set forth in this Part and, >Aere appropriate, the 
treatment of sindlar or related selected itms. 

4 
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MV^? ^^■'^^•^g^Pg Costa. 

^■3^0. j^dvertising costs luelu d e the cost^of advertising media 
and corollarj adniinistrative coats. Advertising media include ma^zines, 
newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and ^i^uMfe'ml or e. The foUowing advertising 
costs are allowable: 

(i) advertising in trade and technicaL Journals,. 
' provided such advertising does not of fer specific 

products or services for sale but is-iOaced In 
journals which are valuable for the dissemination 
of technical information within the contractor's 

industry; C^^^ 

(ii) help-wanted advertising, as set forth in*<gg) 
below, when considered in conjtmction with all 
other recruitment costs j 

^^iV" costs of participation in exhibits upon invitation 
y^^ff the Government; and 

(iv) advertising for the exclusive purpose of dbtaining 
scarce matertals, plant, or equipment, or disposing 

of scrap or surplus materials in connection with 

the contract • 

(Ki^ Except as provided above, all other advertising costs are 
imalloifable* 




10 



15-8m^ Selected Costa . 



DRAFT 

le Mai eh 1959 
"^"2 «^ 



(iy^^ ^<^v^rtiQ^^g Costs , 




^ ^=^9^ Advertising costs ''^ilttder the costS'Of aijvertising media 
and corollaxy administrative costs* Advertising media include magazines^ 
newspapers, radio and television programs, direct mail, trade -pipers; 
outdoor advertising, dealer cards and window displ^ys^ conventions, ejdxibits, 
free goods and samples, and^ ^^esHi^rabure ^ The following advertising 
costs are allowable: 

(i) advertising in trade and technical journals, 

provided such advertising does not offer specific 
products or services for sale but is placed in 
journals which are valuable for the dissemination 
of technical information within the contractor's J J 

industry; ^^^^ 
(ii) help-wanted advertising, as set forth in Kgg) ^ 
below, when considered in conjianction with all 
other recruitment costs; 

1 {ml 




La 



(Klf^^ Sxeept al 



unallowable « 



\ 
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Bad Debt 8 ^ ^J^d debts^ including losses (>fhether actxal or 
estimated) arising from nncoUectible customers • accounts and other claims^ 
related collection costs, and related legal costs, ar ejanallawable^ 



^J[^]r Bidding Costs ^ Bidding costs are the costs of preparing 
bids or proposals on potential Government and non-Government contracts or 
projects, including the development of engineering data and cost data 
necessarj to support the contractor's bids or proposals^ Bidding costs 
of the current accounting period of both successful and unsuccessful bids 
and proposals normany s^^i^ be treated as indirect costs nllocnted 
currently to nil bufliiww^f thn contOTeter^ in which event no bidding 
costs of past accounting periods shall be allocable in the current period 
to the Government contractiy^ j|Lwever,' Che contract established practice 



to treat bidding costs hj some other meOOgnjemd method.*^ ResBOHHtas 




i>f^hn TnnthmiV-ue^dj the results obtained maj be accepted jelftir if found to 
be reasonable and equitable • 
(h) Bonding Costs > 

^2(^(3^ Bonding costs arise \«hen the Government requires 
assurance against financial loss to itself or others by reason of the act 

or default of the contractor* They arise also in instances ^ere the 

> ■ ■ 

contractor requires similar assurance* Included are such bonds as bid, 
perfoznance, paTinent, advance payment, infringement, and fidelity bonds* 

Costs of bonding required pursuant to the tems of 
the contract are allowable* 

O^S^ Costs of bonding required by the contractor in the 
general conduct of his business are allowable to the extent that such 
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bonding Is in accordance with sound business practice and the rates and 
premiums are reasonable under the circumstances • 
CS) Civil Defense Costs 

^y^^?3r Civil defense costs are those incurred in planning for, 
and the protection of life and property against, the possible effects of 
enemy attack* Reasonable costs of civil defense measures (including costs 
in excess of noimal plant protection costs, first-aid training and supplies, 
fire fighting training and equipment, posting of additional exLt notices 
and directions, and other approved civil defisnse measures) undertaken on the 
contractor's premises ptirsuant to suggestions or requirements of civil 
defense authorities are allovrable ^en allocated to all work of the 

contractor* v 

CM 

()&\'^ Costs of capital assets under (i^ above are allowable 
through depreciation in accordance with below* 

-^j^ £ftt ^ntributions to local civil defense funds and 




^ ^^^tgcjy^ Compensation for Personal Services * 

General* ^ Compensation for personal services includes 
all remuneration paid currently or accrued, in whatever fom and >*iether 
paid immediately or deferred, for services rendered by employees to the 
contractor during the period of contract performance* It includes, but is 
not limited to, salaries, wages, directors t and executive committee members* 
fees, bonuses^ incentive awards, onployee stock options, employee insurance. 



fringe benefits, and contributions to pension, annuity, itnnlr tinniifl mil 



V* ineenti'Te compensation ofHse 



^ compensation rff mnnnflwi i B i il;- riniilJUjLBiB a, Except as othend.se 
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specifically provided in this paragraph such costs are allowable to 
the extent that the total compensation of individual employees is reasonable 
for the services rendered apd are not in excess of those costs >rtiich are 
allovrable by the Internal Revenue Code and regulations thereunder* 

('OL).j^# Compensation is reasonable to the extent 
that the total amount paid or accrued is commensurate with compensation 
paid under the contractor's established policy and conforms generally 
to compensation paid by other contractors of the same size, in the same 
industry, or in the same geographic area, for similar services. In the 
administration of this principle, it is recogriized that not every com- 
pensation case need be sub jected in detail to the above tests. Such tests 
need be applied only to those cases in which a general review reveals 
amounts or types of compensation which appear unreasonable or otherwise 
out of line. However, certain conditions give rise to the need for 
special consideration and possible limitation as to allowability for 
contract cost purposes where amounts appear eixcessive. Among such conditions 
are the following: 

: ■ (i) Compensation paid to owners of 

closely held corporations, partners, sole proprietors, or members of the 
immediate families thereof, or to persons ;»rtio are contractually committed 
to acquire a substantial financial interest in the contractor's enterprise^ 
Determination should be made that such compensation is reasonable for the 
actual personal services rendered rather than a distributidn of profits. 

(ii) Any change in a contractor's 
compensation policy resulting in a substantial increase in the contractor's 

13 
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lerel of compensation, particuLarly when it was concurrent with an Increase 
in the ratio of Gtovernment contracts to other business, or any change in 
the treatment of allowabiUtj of specific types of compensation due to 
changes in Government policy* 

(iii) The contractor's business is such 
that his compensation levels are not subject to the restraints normally 
occurring in the conduct of competitive business* 

Compensation for services rendered paid 
to partners and sole proprietors in lieu of salary tiill be allowed to 
the extent that it is reasonable and does not constitute a distribution 
of profits, 

V »• ^ addition to the general requirements 

set forth in-^ through^ above, certain fbims of cementation are subject 
to further requirements as specified in.^3^ through-ii^below. 

Salaries a nd Wages . Salaries and wages for current 
services include gross compensation paid to employees in the form of cash, 
^gducts, or services, and are allowable subject to the qualifications of 
■j y ^ b elow. 

[ CO Cash Bonus es and Incentive Comoensation . Incentive 

compensation for management employees, cash bonuses, suggestion awards, 
safety awards, and incentiTe compensation based on production, cost 
reduction, or efficient performance, are allowable to the extent that the 
over-all compensation is detenidned to be reasonable and such costs are 
paid or accrued pursuant to an agreement entered into in good faith between 
the contractor and the employees before the services were rendered, or 

14 
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puTSiiant to ah. established plan follovred by the contractor so consistently 
as to imply, in effect, an agreement to make such payment • (But see ASPR 
iq 20L-^l(b^-^ Bonuses, awards and incentive compensation when any of them 

^ ^ r-p) 

are deferred are allowable to the extent provided in-4^ below* 

(i) ^ Bonuses and Incentive Compensation Paid in Stock * Costs 

of bonuses and incentive compensation paid in the stock of the contractor 

Co) 



or of an affiliate are allowable to the extent set forth in 4^above 
(including the incorporation of the principles of paragraph 4^ below for 
deferred bonuses and incentive compensation), stibject to the following 
additional requirements i 

(i) valuation placed on the stock transferred shall 
be the fair market value at the time of transfer^ 
detennined upon the most objective basis available; 
and 

(ii) accruals for the cost of stock prior to the 

issuance of such stock to the employees shall 

be subject to adjustment according to the possibiliti 

that the employees will not receive such stock and 

) their interest in the accruals will be forfeited. 

\ ■■ ' . .' ■ 

Such costs otherwise allowable are subject to adjustment according to the 

principles set forth in below* (But see ASPR 15- 'a04a(bjJ 

(e\-^;^ Stock Options * The cost of options to employees to 

purchase stock of the contractor or of an affiliate is unallowable. 

C^y,^ Deferred Compensation *^^^. As used herein, deferred 

compensation includes all remuneration, in ^atever form, for which the 
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employee Is not paid until after the lapse of a stated period of years or 
the occurrence of other events as provided in the plans, except that it 
does not include normal end of accounting period accruals • It includes 
(i) contributions to pension, annuity, stock bonus, and profit sharing 
plans, (il) contributions to disability, ^dthdrawal, insurance, survivorship, 
and similar benefit plans, and (ill) other deferred compensation, whether 
paid in cash or in stock. 

0>) ^« Oef exred compensation is allowable to 

the extent that (i) except for past service pension costs it is for 

services rendered during the contract period; (iJ.) it is, together with 

all other compensation paid to the employee, reasonablei in amount; 

(ill) it is paid pursuant to an agreement entered into in good faith 

* 

between the contractor and employees before the services are rendered, or 
pursuant to an established plan followed by the contractor so consistently 
as to Imply, in effect, an agreement to make such payments; and (iv) for 
a plan which is subject to approval by the Internal Revenue Service, it 
falls within the criteria and standards of the Internal Revenue Code and 
the rejgulations of the Internal Revenue Service* (But see ASPR 15- a04*l(bH ) 

■ ] . determining the cost of deferred 

cwpensation allowable under the contract;, appropriate adjustments shall 
be made for credits or gains arising out of both normal and abnoxmal 
employee turnover, or apy other contingencies that can result in a 
forfeiture by employees of such deferred compensation* Adjustments shall 
be made only for forfeitures which directly or indirectly inure to the 
benefit of the contractor; forfeitures which inure to the benefit of 



16 



DRAFT 

12 March 1959 



other employees covered by a deferred compensation plan vdth no reduction 
in the contractor's costs will not nozmally give rise to adjustment in 
contract costs • Adjustments for normal employee turnover shall be based 
on the contractor's experience and on foreseeable prospects^ and shall 
be reflected in the arnoimt of cost currently alloi«able« Such adjustments 

be unnecessary to the extent that the contractor can demonstrate 
that its contributions take into account normal forfeitures • Adjustments 
for possible future abnormal forfeitures shall be effected according to 
the foUoidng rules: 

(i) abnormal forfeitures that are 

foreseeable and which can be currently 
evaluated with reasonable accuracy, 

iactuarial or other sound computatr^^ 
shall be reflected by an adjustment of 
current costs otherwise allowable; and 
(ii) abnormal forfeitures, not within (i) 
. above, may be made the subject of agree- 

ment between the Government and the 
' contrSictor either as to an equitable 

adjustment or a method of determining 
such adjustment* 
In determining whether deferred compensation 
is for services rendered during the contract period or is for future services, 
consideration shall be given to conditions imposed upon eventual payment^ 
such as, reqxiirements of continued employment, consultation after retirement, 
and covenants not to compete • 
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Fringe Benefits , See i<fy7 
(K) ^ Overtime. Extra-Pay Shift and Mnlti-ahlft Premiims . See Jiy>i* 
(jC)^ Training and Education Expenses , See Xq(^)r 
Insurance and Indanrdfication. Seej^p^ 
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Co}^l^ A contlng^cy is a possible future event or. condition arising 
traai pres^xU^ Tmq\fXL or imknoyn causes^ ;the outcome of 'wiiicli is IndetenninabXe 
at a present time. 

(^6^43^ ^ connection with estimates of futupe costs, , contingencies 
fall into tTO categpriesr 

{i) tliose vhiciL jnay* arise fT(m presently Imowi and escisting < 
conditions, the effects of Trtiich are foreseeable within 
reasonable limitS' of accuracy r e#g, f anticipated cpsts 
of rejects and defectiye workf in sudh situations where 
th^ exist,, contingencies of this category:. are to: be 
included in the estitoates of future^ cost sq as to :pro* 
yide the best estljiiate of perforinan^ 
(ii) those which may latrise from presently 3nK)wn or imlmqwn 
^ conditions, the effect of which cannot be measured so 

y precisely as to proyide equitable results to the con- 

tractor and to the iCk^yeximentf ^^^e^ results of pending 
liti^ion, and. othm^ general business risks. Contin- 
gencies of this category are to be excluded from cost 
.estimates under the seyeral items of cost, but should 
he disclosed separately. Including the basis iqpon idilch 
the contingency is congputed in-order to facilitate the 
negotiation of appropriate contractual , coyerage (see, 
for eYfWTple, Jjg^ ^*r)7 ^jaiT below) • 
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("jjt^ Contingencies . 

(o^^i^, A contingent Is a possible fixture event or. condition arising 
from presently knom or -unknown causes, .the outcome of vhich is indeterminable 




(h-^^ In historical costing^ contingei 



ueles are not nornaiij 
pr..«t 3ln« «oh cortlB, d«a, «lth cort, wht.* u« bw. 
l.«rr.d ..d r««rd«. «„ th. catraoto,-. , 
c.«ti«g«,ei,. .„ «.Uo»hl. for hlrtortd 

, . P«l«« to gt« «o.g,,ltlo. t« .11,., ^ttl«l factor. 1. th. 
I of a^wjitioua srttlaiMiit. 

: they ^ciflt ^Tcontlngencles pr xnxs . ceroeeuxy «iw ut^r uc - — 

Izicliided la the estlAates of future cost sq a4S to pro* 
ylde the hept estlinate of performance costs ^ and 
(ii) tlxoqe -Mhich may: bxIb^ ftom presently knom or toalmoTni 
conditions^ the effect of vhlch cannot be measured so 
precisely, as to provide equitable results to the con- 
tractor and to the tkaYenanent } e # g# s results of pendizicf 
litigation^ and. other general .business risks « Ciontin- 
gencies of this category are to be excluded from cost 
.estimates under the several items of cost^ b\xt should 
be disclosed separately. Including the basis upon -which 
the contingency is conputed in' order to facilitate the 
negotiation of appropriate contractual . covered (see> 
for exfmiple, (^arfy and ^jaflfj below) • 
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Contrtbutlona and Donations* Contributions and donations are 



tinallovable. 
^^^t^T Depreciation * 

^/v^^^l)'^ Depreciation is a charge to current operations vhicli distributes 
the cost of a tangible capital ass^t^ less est iinated residual yalue> over the 
estimated. useful life of the asset in a systematic and. logical, manner* It does 
not involve a process of valuation* Useful life has reference to the prospec- 
tive period of economic usefulness in the particular contractor*© operations 
as distinguished from physical life* 

normal . depreciation, on a contractoi^i s plant, equipment^ and. other 
capital facilities is an allovable e] ement of contract cost; provided that the: 
amount . thereof is conrpirted: 

(i) upon the property cost basis used by the contractor for 

Federal income tax purposes (see Section I67 of the Internal 
Revenue Code of 195^) 1 or 
(il) in the case of nonprofit or tax-exeotpt organizations^ 'upon 
a property cost basis . 'which could have .been lasei by . the 
contractor for Pederal income tax purposes^ had such 
organisations been subject , to the payxnent of income tax; 
and in-either case 
(lii) by the consistent application to the assets concerned . of 
a^y generally /accepted accounting method^ and su^ 
the limitations of the Internal Revenue Code of 1954,^ '^^ 
including — - 
(a) the straight line method; 

(B) the declining balance method^ using a rate not 



ERAIT 

exceeding twice the rate "which wotild have been 
xised had the anmial allowance been coniputed under 
theF method, descrihed Inl (A)., aibpvej 
(c) the sumi^of the years-digits method; and 
(n) any other consistent method productive of an ArmnftT 
aUovance which^ wfaeg added to all allowances for 
the period, commencing with the use of the property 
and incltidlng the current year^ does not^ during the 
first two-thirds of the useful life of the property^ 
exceed the total of such aUpwances which wpuld. have 
been used had such allowances been compiited under the 
method described in (b) above* 
Depreciation should usually. be allocated to the contract f^^K 



other work as $at Indirect cost. The amount. of depreciation allowed in any 
accounting period may^ consistent with the basic objectives set forth in . (i)- 
above J, vary with volume of production or use of multi-shift operations. 

^A^S^ In the case of emergency facilities cov^ed by certificates 
of. necessity^ a contractor may elect to use normal depreciation without 
reqixesftizig a deteimiination of depreciation" or may elect to use either 

nonnal.or :!*tiue depreclati^ after a determination of "true depreciation** has 
been mad6.-by apt Emergency FacJJities Deprecia^ Board. The method elected - 
moist be followed consistently throug^iout, the life of the emergepacy facility. 
Where an., election la made to use noxmal depreciation, the amount thereof for 
both the emergencv period and the post -emergency period shall be computed in 
accordance with above. Where an election is made to use "true depreciation," 
tl;e amount allowable as depreciations 

(l) with respect to the anergency period (5 years), shall be 
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coniputed. ia accordance with the determination of the^ 
Emergency Facilities Depreciation Boardjjand 
(li) after the end. of the emergency period, shall he computed hy 
distrihuting the remaining "undepreciated, portion of the cost 
of the emersency facility oyer the balance of its useful life 
(hut see ^C^^helou); provided the remaining undepreciated 
portion of such .co9t shall npt include any amount of un-* 
. recovered ?*true dCTreciation.** 

4^ Depreciation on icLJ-e or excess facilities shall iiot he alloyed 
except on such facilities as are reasonably necessary for (lur^^t'^nji^^ ^j^il^^ 
jrtoly pgQoppptive iiiuaMiLluii , ' 

Bo depreciation, rental, or use charge shall he allowed . on the 
contractor's assets Adiich have he®a fully depreciated /when a substantial portion 
of such defpreciation was on; a hasia that represented, in effect, a. recovery 
thereof as a charge against Government contracts or subcontracts • T>therwise, a 

^^^^^ ^ ^!^^ >-^^ J I oy 



use charge may be allowd ^ (/(But\;see ASPR lg-^S O^:i(t^> ') 
In dgtermlTr1rtg this charge, consideration should be given to cost, total esti- 
mated useful life at time of negotiation, and effect of any increased maintenance 
charges or decreased efficiency due to age* 

fc^r" itoployee Morale^ Healthy and Welfare Costs and Credits > Seasonable 
coata of health and welfare activities, such as house publication©,, health or 
first-aid clinics, recreational activities,, and en^ployee coxmseling services^ 
incurred, in accordance, with the contractor's established practice or custom in 
.::^he industry, or area, for the improvement of vprldLng conditions, employer- 
■^^^mpipyee relations, employee morall^ and . eanployee performance, are allowable. 



a hly-?i'Hi- it I jLI| i !i^ " all- wufW i i ffc^. ' ^ ^T Il? i LWliao< p»p> Income 
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generated from any of . these sustlvltles. shall ."be credited. to the, costs thereof 
itttI ess such income has .bee^ irrevocably set .over to esiployee welfare organiza«* 
tiozis* V 

Entert ailment Costs > Costs of aanisemmt^ diversion, social activities 
and incidental .CQsts relating thereto, siich as meals, lodging, rentals, transpory 
tation,r and gratuities, are mallowable (but see ancL -^h^. 



Excess Facility Costs ♦ Costs pf maintaining^ refpairing^ and. housing 
idle^ and excess contractorrowned facilities, except those reasonably, necessary 
fQi^^\iv\\\\\rKua [j|i^«|^m I ^--TTrn .4^4 pii-rpr^opa^ aTe Unallowable* 




ff costs, of -excess plant capacity reserved fpr defense mobilization production. 



tte stfl>4ect.of a segparatei:contr^ (j 

Fines and Penalties . Costs resulting from violations, of > or failure 
of the contractor to comply with. Federal^ ;State> and local lawH and. regalat ions - 
are unallowable: exciqit when incurred as a result; of conrpliance with specific 
provisions, of the. contraxst^ or instr^ in waiting frcaiL the coirtracting 

\ officer* • 

-tgr , Food Serylce and Dormitory Costa aad Credits . Food and. dormitory 
services -incladis operating; q? furn1 flhi ng . facilities for cafeterias, <^^T1^71g rooms, 
cantefeas^^i, lujich. wsjgonff^ vend^ machines/ living accomodations or \Blmilw types 
of services for the contractor's employee? at or near the contractor's facilities* 
Reas<»xahle losses ftom. the. operation of such iservices are allowable iT they are 
allxjcated to ail activities served* \T\ \\\\\ ll n Aa f i ln j i nl t i j n r M i n rnntrn r tnntM) 
C^vjP^^SC ^yi^,, ^ ^^ ^^^^^^^ ^^ empl^ eer-reasQPiaML e e p otg e f aueh - 

^oper nt l ml T ^^^ ^ bu al Sragteivttl^y-gerve&r -^jfefc— 

ss^ggBBgHSi^ES&J'^ . Rpofits (except profits irrevocably set over to an aa- 
ployee welfare orgianlzation of the contractor in axooimts reasoiiably. useful for 
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the TDeae:^t. of the enrployeea at .the site or sites of contract performance)' 
fiffmrittg t<y the coptractor ftom. the operation of these seryices^ whether operated 
by the contractor or by a concessionaire^ shall be treated as a. credit^ and 
allocated to all activities ^erredo 

.iie^ Fringe Benefits # Itinge benefits are allowances . and services pro- 
vided by the contractor to its e&Eplpyees as. conrpensationT in addition to reguilar 
wages and. salaries. Costs of fringe benefits, such, as ps^ for vacations, holi- 
days, sick leave, military leave, employee insurance and supplemental . en^loyment 
benefit plans, are afcllowable ta th^ extent reqpilred by law, eng^loyer-eraployee 

agreement^ or an established policy of the contractor • 
06) 

j(p^ Insurance a^ld Indfroilfication* 

f a) (i)* Insurance includes {i} insurance which the contractor is. reijuired^^^ 
to carry, or which is approved, under the terma of the contract, and i^pC) any 
other ingiTTflgge tjfaigh thg ffgiT^'h'rft^'fcny Tn^^m-haiTig in connection wlth the general 
conduct of his btisiness. 

Casts of insurance required, or approved, and. maintained, pur- 
suant to the contract, are allowable. 

' ^ C ^1^^ Costs of othar insurance maintained, by. the contractor in con- 
hectioni With the general, conduct of his business are allowable sxibjiect to the 
followlztg limitations: 

(i) types and extent of coverage shall be in accordance 

with sovnd. business practice and the rates and premiums 
Shan be reasonable under the circumstances; 
{ti) costs allowed fiir business int erru p t ion or other />A^|L/^ 

insurance shall be limited to exclude coverage* of ^'^"^^ 
profit i ja tttoj a gt^ ^ i l uuj uLUyi iLuiU gJ? uuaL uuello w aLle 
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(ill) costscof lUduranice or of aziy coutrlbutlozis to any reserve 
cpverlBg the risk of loss of or damage to Government ■ muxuil '- 
property are allo-rable only to the extent that the <iuvbim* - 



(iv') ' contrlhutlonp; to a reserve for an approved self-lnstirance 
progrant are allowable to the extent that the types of 
coverage^ extent of coverage^ and the rates aqd premltims 
wotild have heen allovecUJ^ insyrancQ been purchased to 
cover the riskpi and 
(v) costs of insixrance ort the lives dSccofflcers^ partners, or 
proprietors are allovahle to the extent t]^ the instirance 
rq?res«its addltionaL contpensatlon^C^^ 
Actual losses Trtiich coTild have been CP 
insurance (through an approved self-insurance program or otherwise) are unallow- 
able: unless expressly provided for l^ the contract, except; 

^ (i) costs Incurred because of losses, not covered under nominal 

deductible lns\irance coverage provided in keeping with 
/ * • • • . 

sound business practice, are allowable; and 

(ii) minor losses not covered, by insurance, such as spoilage, 
breakage^and diisappearance of small hand tools^^ 
in the ordinary course of doing business, are allowable. 
Indemnification includes securing, the contractor against liabili- 
ties to third persons and. other losses, not compensated by insizrance or otherwise. 
The Government is obligated to indemnify the contractor only to the extent ex- 
pressly provided for in the contract, except aa provided In 4«=cr above. 
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interest and Other Financial Costa » Interest , (however represented) , 
hond. disccxuxrts^ costs of financing aad refinancing : operations^ ■ legal and. pro- 
fessional fe^a paid In connect ion. vltlitlie preparation of prospectuses, costs 
of preparation and issuance of stock rights, and. costs related thereto/ are 
unallovahle except for interest assessed by State or local taxing authorities 
under tte conditions set forth in (e e ) " helow^ (But seejj*):^') 

Lahor Relations Costs ♦ Costs incurred In maintaining satisfactory 
r^Lat ions hetveen the contractor and its eQ^Qyee0> including . costs . of shop 
stewards, lahor s^anagement committees, en^lc^ee publications ^ and other 
related activities, are allovable* 

losses on "Other GontractS i kcL excess of costs, over inccpi^ undep^ ai^ 
y other contract {including the contractor's" conl^ 

contracts'), iwhether such other caittracl? is - of a supply, research and developme. , 
or other nature,^ is unallowable. 

vt^/ tfaintenance aiid Rerpair Costs . 

Costs necessary for the upkee^p of property (including Government 
property unless .otherwise provided fE>r)> i&ich neither add to the permanent 
value of the property nor appreciably prolong its Intended, life^ but keep it 
in an efficient operating condltlpn, are to be treated as f oUows {but see 

(l^ nDimskL malnteDazice and. repair costs ar^ allowable; 

(liy eactraorfllnary nalntegancg leatd^reealr costs are allotreible, 

provided suclx are allocated to the periods to -wiiich appli- 

^ cable for purposes of determining contract costs. (But 

■ J 10-7 

see A5ER 15« aO i ftfl(U>0 



[jS^ Expenditures for plant and equipment which, according to generally 
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accepted accounting princlplie^ ajs applied undeqr the <:ont2:actar ' s established 
p0licy> shauld.be capitalized aod stibjected.to depreciation are allowable only 
<w a. depreciatidn basis . 

Se^ ^totifactioring and Prodxiction Engineering Coats > (tosts. of inannfactttr- 
Ing azid prodncticm^^sngine^^^ incTnrlIng engineering activities Iil connecticai 
w^h t}xe foUovlng^ are allowable; 

(i) current manufacturing procesaes suck as motiott and time 
^ study^ methods analyslB, ^ob analysia^ and. tool de^aign and 
iB^jrorementj and 
-(ii} otirrent product ion problems^ such aa ina±eriala. . anal^ 

production siLltability and c(^^ design for purposes of 
^ elmplifying production* 
Material . Cost s ». 

^"\^^^^ Iteterial costs include the costs of such items, as. rav iM^ 
partS|t, siabassemblies, ccmppnentsj. and maxnifacturing supplies j wfaethgy p^t v^hAi^ i*^ 
outside or manufactured by the conti^^ and may. include such collateral items 
as inbound transpprtatipn and intransit insurance* In cpn^tlng material costs 
conBideration will, be given to reasonfiOsle overruns^ spoilage,, or defective wprk 
(fbr corrects of defective worky a^ the pw*vlsiooB:pf the cqntracrt or p 
contoract reOatlng to lospectjion and confectiqn of defective work) * tEhese costs 
are allowable subject^ howver^ to the provisi^ 

Op^ts of mat^lal shall be suitaJaly adJusteflL for applicable por- 
tlottff. of Income and other credits, 1np1nd1ng. ahrail^e trade discounts, refunds, 
reb^es, allowances, and cash discoimts^ and credits ftor scrap and salvage and 
jnaterial returned to veadors. Such; Incpme and: other credits ehlOl either be 
credited directly to the cost pf the aaterial Iwrolved or be allocated <as 
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credits') td IniTlr ect costs* Bbwerer^ ^ere the contractor can demonstrate that 



^^.-^^ failure, to take cash discounts vas due to^clrcuastances Tieyiaft Ukm lohUiuI^ such 

lost discounts need z^ot he so credlt«l* ' / ' . 

\y p (s-^S^ Reasonahle adjustments arising front differences hetyeen periodic 

/S^^ inventpiy qfJUBBkli^ieB-QaA^TQ^ reoordo msL he in- 

Jclud^ in arriving at ti»-cOst*^#HM*er±etoj provided such^^^ 

lMlude-- VEdLte^^ relate to the period of 

Iperfpimaaceoof : the -contract ♦ 

When the materials are purchased, specifically for and idfintlfiable 

solely vlth p?xfoCTance under €1 contract^ the actual purchase cpart thereof, should 

he charged to the contract • If inaterial is:.lssijed from; istores> any generally 

> recognized method Of pricing, su^ is acceptable if that njethpd is con^^^"'^ 

siBteitly applied and the results a^re eq:aitahle» When estimates of material 

costs, to he incurred in the future are requi^ eithear current maifcet price or 

anticipated acqpulsition cost {if reasonably certain and. deterrainahle^ may he 

\ised<^ Inrt.the hasia of pricing must he disclosed^ 

Ci\i^ Costs of materialfif^ services^ and suppites sold or transferred he* 

tveen ylaatS;^ divisions or orgsmizotiona^ undier a common, control, ordinarily shall 

he allowEible to tlw^. extent of the Ixxwer of . qdst to the transferor pp current maj> 

ket:.priee# Bhwer^r a departure from this haisls. is (i) the 

item, is regularly manufactured and aold by the contractor throiagji cammerclal 

chaimels ai^i (ll) it is the contractor ' a long-^estahllshed priactice to price 

inter-orgBmdzation transfers at other than cost for commercial vork; ; provided 

♦ 

that the charge to the con1;iract la not in excesa of the transferor's sales 

price to itS-TOst favored customer for the same item in lUce qjjantity, or the 
ciurrent market price, ^whichever is loiter* 
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Jfi^ Orgaalzatloit . Costs . ExpendULtures^ such as incorporation fees, at- 
torneys • figea> accomtwts* fees;^ brokers' fees, fees to promoters and organizers. 
In connection vlthL {i} opr^axlz^lon or reorgani:^^^ of a business, or 
TBlsijae capital^ are omeLlJjpvable (see Ltnt above) • 

-tfa^ - pbher Business Expenses ^ Included in this item are . such recurring 
expenses as registry and ti^oisf er charges resulting from chmges in ownership 
of. securities iSiBUi^td. by the contractor, cost of shareholders' ineetings, normal 
projcy solicitatiOTs,. preparation and pubUcjation .of reports to . shareholders , 
preparation and suhm1 sslcn> of required reports and foims to taxing a^ other 
regul4t(Siry bodies j and IncldentcJL costs, of directors and committee 2!ieetings* 
Onie abo^e fimd similar costs apre allowable lAten allocated on axi equitably basia, 




Overt img> ggtra^Pay Shift and Multi-ahift Premiums.^ pQvertime^ etftrar . 
pay shifts jr. and imiLtl-shift worlt 4£^allovable to the extent approved pursuant 
to ASER 12'^1Q2.K^ or authorized pursuant to ASPR 12-102*5 • 

^""^(F^ latent .eosts > Ctosta.of pi^aring disclpsuresy reports, and otlier 
documenta required, by the <sontract and of searching the art to the extent neces* 
sary to. xnake such invention disclosures, are allowable^ Jxl accordance . with the ^^^^^ 
I . clauses J of the pqn^ reUttlng ta patenta> coirta of preparing dpcumeart a aiid -""""^i 
any either p^rti^^ costs. In connection .with the filing . of a patent applic^ion "^^^C^ 
w^j title^ls. conveyed to the Oov^OToent^ are allpwabie« {See also -^±^ and 
Xw^belovO 

r^^M»k Pension Plans o See X*^ above* 

ELant Protection CostS o Costs of items such as (i} wages, imifoims, 
and equipment of personnel en g a g ed in plant protection, (ii) depreciation on 
plant protecticat cap^^tal assets,, and (ili7 necessary expenses to comply with 
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(ii) the loigjacrfc of Goverina?^^ 

"bwiness (i.e., viiati nev problems have arisen); 
(ill) the nature and, scope, of manftgerlal. services . expected of 
the cpirtractor's ovn orgEaalzatlon!s;tf.a^ 

(It) vhethear the prppprtlon off5k?Yennnfint vork to the con- 
tractor's, total business is such as. tor Infltieasce the 
contractor in favor of incurring the cost ^particularly 
vhere the sesrvides rcaidered. ace not of a cqntlnxdng 
tiaturs and have little relationship ta -work, unf3bsr Gov- 
errrmeTrfc ccaatraScts^ 

Retainer fees to be allowable mist be reasonably, supported, by eyidenci? of /C^\a U^jl 
services, rendered. 

C^}^-f3i?^ Costs of legal, accounting, and constating services, and related 
costs. Incurred in connectioa vith orga»i«atioaa and reorgazilzatloai, defense of 
anti-trust suits, and the prosecution of claims against the (Soverniaent, are 
unallowable.^ Costs of legal, accounting, and. constating services, and related 
costs. Incurred in connection with patent infringement litigation, are unallov- 
able unless otherwise provided for in the contract . 
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inilitaxy^ security T^qiiirein)erLtfi> ar^ allpvable* 

JgiiQ^ Plant Hefionv^rslon Cogts ^ Plant recQnverBlpn costs are those incurred 
la the restoration or rehahilitatioa of th.f co^ facilities to appTOxi- 

laately the sazne coxxditicm existing immediately prior to the cOTgPjencement of the 
military Contract wrk> fair vear and tear excepted. Reconversion costs are 
iniallowahle except for thei cost Of removing IKifv^eri^ffient p and tJie restora^ 

tion or rehfiLbilltation costs caused by such rienioyal. Hbyerver> In special circum- 
stances ^ere : equity so dictates^ additional costa 2D]ay he : allowed to the extent 
mutually agreed upon before tjae costs are incurred. Wieaever such costs are 
given consideration, care should he exercised, to avoid duplication through allpv- 
ance as contingencies^ as additional pjrpf it or fee> or in other contracts. 

4**)- Brecontrect Costs ♦ preccbtract costs^ a incurred prior to the 

effective date of the cpntract directly pursuant to the negotiation and in 
anticipation of the istvard of the contract t&ere^ such incurrence is liecessary 
to conrply with the proposed contraict delivery schedule. Such costs are allow- 
able to the extent that th^qr would have been allowable if Incurred after the 
date of the contracts (But see ASPR l$tr ») l |-wl j (b) .} 

(c e } ' Professional Service Costs f Iieffll^ Accounting,, Engineerings and Other . 
^^^(4^ Costs of professional jservlces rendered by th^ metobers of a particu- 
lar profession tAo are not earplpyees of the contractor are allowable, isubject to 
ar^\ • CC> 

jC^and-jt3^below> -when reasonable in relation to the services rendered and whega 
not contingent upon r^covea^' of the costs ftxm the Govern (but see"l(^iJ)^db^ 
C4<^:(^S)- Factors to be considered in det erm1 nil ng the allowability of posts 
in a particular case include: 

^ i) the past pattern of such costs > particularly in the years 
priQr t9 tlie award of lGk>Yerim(^^ cq^tractsj 
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JJtSr)r^ 7TotiXB and Loasea on Disposition of Plant t Equipment > or Other 
Capital Assets ♦ Profits or losses of any natcore arising frooi the sale or 
exchange of plants eqolp&ent, or other capital assets^ indndlng sale or 
exchange of either short or long ten Inrestments. shall he excluded In 
eoBQiatlng contzaet costs ('but see i^^-^^ tSasrm as to tesls for depreeia- 

.jCag^ Recrultlag Costs * Costs of ''help mated" advertising^ opexatlag 
costs of aa enpIoTBent office necessary to secure and nalntaln an adeqioate 
labor force, costs of opexatliig sa aptitude and edoeatlonal testing prograa, 
traTel costs of eaiployees -wblle engaged la recruiting personnel, aiid trarel 
costs of applicants for Intenrlem f or prospective enploTBait are allovaUe. 
Hhere the contractor uses caQloynent agencies, costs not la excess of standard 
cooaMrclal rates for such services are also allovable. Costs of special benci: 
fits or emol me nts offered to prospective aqplosrees beyond the standard pzac- 
tlces la the ladostxy sure unallowable* 

JMr Rental Costs* (isaeludlng Sale and Leaseback of gacllltles) * 
^A.^ 'J^ef^ Rental costs of land, building, and eqjalpnent and other 
persoi^ proper^ am allomble If the rates are reasonable la ll^t of such 
lectors as^fl^xkat ^ndltl#a la the/krea, tbe type, life ea^ectaacy, eondltlim. 



and value of the facilities leased, options available, and. other pzovlslona ~ . / 
the rental agreenent* i^ivplleatloa of these faetoxs^^volvei^ along idLIOi other 
considerations^ coiqarlsoa of rentail costs -vlth^costs whAeh ■uuld be aMLc^j^l^ry^ 
-If tte l i a e mtlee ve re emed by th e uuuciaeturi 0 ^^^-tZr^.^ir 
C ^'') ^(^ Charges la the nature of rent betveen plants, divisions, or 
organizations under eosmoa contzol are ^^fallomble -eaM«p« to the extent such 
charges do not exceed the nomal costs of ownership, such as depreciation, 
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tazes^ lasunmca^ and loalntenance; provided that no part of such costs s£ttL 
dq^eata asgr other allowed costs* 

Ttaless othezvlse specifically provldad in the contract, rental 
costs specified in sale and leaseback agrements^ IncixzTed by contractors 
tbxduc^ selling plant fiaclllties to investment orgeualzations, such as 
Insnranee ecnqpanies, or to private investors^ and ednenrrently leasing back 
the sane facilities, are eOlovable only to the extent that such rentals do 
not eaeeed noiiaaly^cbsts^ ^fliiah as aupiectoti e ni taaBeej insnr a ne e i M d msto « 



act t^^J^ r 

liiM lui hjf Vkm luuuur, idiich would have brm iMHTfni had the con«« 



tractor retained legea title to the fticilitles* 
■ fit ) * Research and Develognent Costs * 

Basic research, for the pnxpose of this regenMen, is that 
type of research which is directed toward increase of knowledge in science* 
Li such research, the prlnaxy alA of the investigator is a fiiller knowledge 
or mderstanding of the sidftject under study, rather than any practical applica- 
tion thereof* Applied research, for the puxpose of this ^j^^s^^^ consists 
of that t^pe of effort which (i) noxnaUy follows basic research, but may not 
be severable from the related basic research^ (ii) represents efforts to deter- 
mine and expand the potentialities of nev scientific discoveries or loprove- 
aents in technology, materials, processes^ methods, devices, and techniques, 
and (iii) represents efforts to ''advance the state of the art*** Applied 
researeh does not Include any swh efforts when their principal aim is the 
desiffa, development, or test of specific articles or services to be offered 
for sale, ^gbich are within the definition of the texm developaast as hereinafter 
provided* ^ . v 

Development is the systaaatic use of scientific knowledge 
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vhieh Is directed toward the production of^ or lanproTementa In, useful products 
to auiet specific perfoxnaoice reqolra&ents, but exduslTe of manufacturing and 
production engineering* 

-^d^ A contractor's Independent researeli and develppoient Is that 
research and development idilch Is not sponsored by a contract, gxant, or 
otber arrangenenttt 

.V A contzaator*8 costs of IndeipendeBt reseaxeh as defined In 

^ and X^)^ above shalX be allomble as Indirect costs ( si^) Jeqt to paia^^, ^^^^ 



[^g£v}, provided they are allocated to all work of the contractor. 

C-e^-f^ Cost of contractor's Independent devjBloiBeBt, as defined la 
W (c) (K) 
BS T«gTiph s»Xa»'andjCa»-abov (subject to ^ ^ sxaph j^belov), are allowable 

to the extent that such dereloiinent Is related to the prodnet lines for vhliA 
the govemnuet has contracts^ provided the costs are reasonable In aaount and 
are allocated as Indirect costs to all vork of the contractor on such contract 
product lines* In cases iftere a contractor's noxoal course of business does 
not. Involve production irork, the cost of Independent developnent Is allonable 

ths extent that such deveLpsnent la related and allocated as an Indirect 
cost tP the field of effort of govemaMnt research and develppiiettt eontzacts. 

/ Or), (^)" Independent reseeurch and developnent costs shall Inclii^^ft an 
amount for the absorption of their appropriate share of Indirect and adminis- 
trative eosts^ tnless the coatraetor. In aceordeuice -with Its accounting 
practices consistently applied, treats such costs otherwise. 

(?) • Research aiid develppnent costs (including aatounts capitalized), 
regardless of their nature, \Jhlch were incurred la accounting periods prior to 
the avard of a particular contract are unallowabler"^/*^ a.^.J-j^y^. »^ l'^, f 
nie reasonableness of ejqpendltures fOr Independent research : 
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and dvndApuBt slioiild "bm detexadned In of all pertliMat eoasldexatioiu 

STteh a* pxvfloQS eontzaetor resaareh and drreloiBeiit aetlvlt7, coat of paat 
pvogzaaui aad rhangwa la selenea and taetaiiologjr* Soeb ftipendlturea aboold "be 
pozmBBt to a l^xoad xtLamwd progxwa, vhleh Is xeaaonaiaa In aeopo and vcOl 
oaaagad. Such eaqpaDdltorea («Bpeelally for derralosBieBt) abould be aerTztlalzad 
vlth great care la eomeetioa witii eootraetors vbose vojdc is predoBlBaatly or 
atAatantially vlth tlie £gomnMBt. Aftvaaee acrwiMnta as deaerlbed la 
ASPB 15-ie>i^lftt^are partletOarlsr Isgportaat la this altuatloa* la reeo0il^^^\ 
tioB that coat charlag of the eootraetor's ladi^eBdcst research aad drvel^'^<^'y 
meat program aagr prorlda aetitatioa for aore efflciettt aecompT lahneat of sesh 
pzognoB, it is deairahle la acne caaes that Xhm gonmaeBt hear leas thaa am 
aUocahle ahare of the total cost of the pzegraa*^ Qidar these eizeastaaees, _ 
the fallovlag are aaong the approaches nhitfh oay he vtied as the hasis for 
agrefliMat: (ij reviev of the eoatraetor*s i^eoposed^researeh and derelopaeBt 
prograa and agreoaent to aeecvt the anncaWe coats of speeifls pzojeetsj 
(11) agreount oa a nazlanB dollar Unitatloa Of coats, aa alloeahle portioa 
of uhleh vlll he accepted hj the OoTanBeati Md (in) agreeneat to aeeag^ the 
ailoeshle share of tk. percentage of the coatraeter'a plaxnied reaeazeh aad 
derelopueat prograa* 

Boaraltles aad Other Coats for gse of Pteteats, 

Bojaltles oa a patent or aaortlzation of the coat of acfoirlag 
by ptarchaae a patent or rlgbta thereto, aecesaary for the proper perfoznaase 
of 13ie comtzact and appUeahle to coatzaet prodnets or processes, are allowMe, 
mlws: 

(l) the Qorezsaeat has a llcaase or the right to free use 
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of the patent; *^\r I 

(li) tha pat«ot lias baaa adjodieatad to be Invalid, or has 
beaa adaljKLatratiTdly dataxalsad to be iBvalld; 
(ill) tha patent is eoasldared to be uwnforeeabla; or 
, (It) tha patant la aaeplrad* 
'tSt Spaelal eara should be axoralsad In dataznlnlng reasonableaess 
'vhara -Uia royalties nay hava been arrlTed at as a result of lees than axm*s 
length bargaining; e.g.: 

(l) roTBltlaa paid to persons^ "^•'rg eoxporatlons, 
afflliatedviAth the e^Vtxaetor; 
(U) royalties paid. tbT iBiaffil^^ 
\ > eoxporatlons, tmder an agvaiMBt entered into in 



ccotea^latlon that a Govemmeat contract vovld be 
avaardad; or - ' 
(ill) royalties paid vnder an agreeawitt entered into after 
the avard of the contract* 
^1^ care shonld also be ezere^^^^th respect to 

tlie eoa^of iriileh, or t^ cost of re 
vera^vibstaatlally recoreM -Uumief 
^Texnaent contracts or 

Ih any case involving a patent f ozserly owed by the eon- 
traetor, 13xe aaomt of royalty alloved shoald not exceed the cost nhich votad 
^ Toam been aUowed had the contractor retained title thereto. 
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StfOiPg COBf « .. <^9/)|pe'' 

Salllag coats arlaa la tha aarkctlag of the eootraetor's 

pxoftosta and laelute costs of salas proaotloa, a«setlatloB> llalsoa hctveaa 

QgrfmBMat rsprasaatatlTOS aad eoatxaetor's parsonael, and other related 

. aetliltlas, , 

-fa)-*SeILlng costs are allovahle to the extent they are reasenahle 

toy 

aad are alloeaULe to Goremment baslness (irat see ASFR 15- «)» > »l(h ^)» jOloea* 
hlUtj of selliag costs vUl he detexalaed la the llgjeX of reasoaahle benefit 
to the doTeznient arising fron such aetirlties as teehaieal, eonsvItlag> 
jkaoastratlon, aad other serriees vhich are for jiaxpeses saeh as agpllcatian 
or adaptatioa of the coabraetor's prodoets to OoToznuBt ase« 
v 43)" latwithstaaaiBgjCara^oy>» saleaaea's or agents' ccBpensatto? 

fees, eoMisslons, pereeatages, or hrokemge fees, lihieh are eentlagent tqpoa 
the avard of contracts, are allovahle only nhea paid to hona fide eivloyees 
or hona fids estahlished ceanerelal or selliag agencies aalatalzMd hj the 
tootraetor for the pozpose of securing huslaess* 

m i J Service aad Warrsaty Costs, Saeh costs laelttde those arislag from 
ftaflUaent of any eoatzactaal ohligatloa of a contractor to pzovlds serriees, 
soeh as Ins ta n a tlfflit, txalalag, correctlag defects la the prodoets, repiLaelag 
defeetiTs parts, asking refiadi la the case of lnadB«aate perfoinaee, ete« 
Vhea act laeonsistent vith Xhm texas of the contract, such service aad 
WRBBt^ costs are allomhle, Eovever^ care should be exercised to avoid 
diB^lieation of the alloimaee as aa elemnt of both estlaated pzodost cost 
^ aad risk* 
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O) * Sereraaee pay, also eoonnily refarrod to as "*»-ta«iiiffimi 'vagea, 
la a paTBflnt la addition to regvOar aalarles aad fages, Iqr eoatraetors to 
workers utaoaa enploTBent la being texnlaated* Costs of sereraaee pay atfe 
aUovaUe only to the exteot tbat, la eaeh ease. It Is repaired \ts (l) lav, 
(U) eq^yer-aQloyee agreanent, <1U) established pelley that eoastltates, 
la effeet, aa Insplied agrecaeat oa the eoatzaetor*s part, or (iv) elreta»- 
staaees of the partlevlar esmlosaeat* 

Costs of sereraaee paTBsnts are divided lato two eategorles 

aa foUovs: 

(l) aetml aoaal tuxaorsr sermaaee pagveats ahalX be / 
J . ' allocated to all vork pofoxned la the ooatraetor's 

plaat; or, vhere the eeatraetor i^rorldes for aeemal 
of pay for aoznal severaaees sueh aethod vlll be 
aeeeptable If the aaovnt of the acenml Is reasomble 
la 11|^ of pagfoeats aetoaUy aade for aoznal serexaaees 
oyer a represeatatlTe past period, aad If anouats aeemed 
are alloeated to all vork perf ozaed la the eoatzaetOr*s 
.plaati aad 

(ll) abnexnal or nass serreraaee pay Is of siftBh a eoajectnzal 
nature tliat aeasaraiMat of eost by aeaas of aa aeemal 
vUl aot aehleve eq^^ to both parties. Oms aeenmls 
for this pozpose are not aUomble. Eomrer, the 
GoveznaeBt recognizes Its obllgatloa to participate, 
to the ezteat of Its fair share, la any speelfle 
38 



Draft 

paj»6nt# TtoB^ allowability vUl be eoaaldand ^ 
. oa a eaaa-by-ease basis In tli# event of ocetirreiiee^ 



Special Tbollttg Coat8 » She tea **8peelal tooling" aeane property 
of snek specialised aatiore tbat its use^ vitbont anbstantial aodlfleatlon or 
tiltnaXiaa,. la llaltad to tbm pzodoetloai of tbe paztletdAr aqnUles or tho 
porfozMttce of the sarULevlar sorrlees for lAleh acfolrtd or ftanlslwA* 
It laeliidM, Tavt Is not llaltod to, jigs, dlM, flztores^ aoHas, sattoma, 
fpottial tapa, speelaJL SEiiigea, and spacial taat eqniineBt* Iha coat, of 
iQaelal todiag, vhn acfoirad for and Ita vaafiiLiaaa la UacLtad to ono or 
aora Qommtmt eootraeta, la alloiniU.« aad aball alloeatad to tha 
apaelfle OoTeznMnt eoatraet or eaatraeta» 



^Ay^^^&zn ara daartaa lavlad "bj Meral, Stata, or local gmaif 
aaata* Oitj do not laelttaa flaea and paaaltlaa axeept aa otharvlaa ptorldad 
haralm» Jr gaaanO., taona (lattluaiac Stata aad local Isecaa taaea) vhlch tba 
eoB^raetor la raqoirad to pay aad vldeh ax« paid or aocroad la aeeordaaea vith 
gaaarally accepted aeeooBtlag prlaeiplea ara allovabla, axeept for: 
(l) Fodnal laecaa aad aaeaaa proflta taxaai 

(li) taacea la coaaaetloa trlili flaaaelag, raflnaaelac or 

Cm 

rafoaaiac opaxatloaa (aaa^lj); 



(ill) tazaa froa irtilch axoqrllcaa ara airaUaULa to iShit 
contmetor directly or aTBdliAla to tha eontrtetdr 
teaad oa aa axeaptlon affdrded -Uia' aorenaant aaecpt 
yhm OtM eoatzaetlag officer detaxadaea -Oiat tha . 
adaialatratlTC "btirdea liwiaaat to obtalalag tha . 
39 
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exeavtloa ofttmUpm th« eoxraqponcUiig TMnciflts aeeridig 
to tih« QorenBMBt; and 
(It) speelaL asflMnaats oa land vbleh rg pi e aettt capital 

..(^ lhaaj«M > a»e A"texea otharvls* aUovaUa tmd«r-f3:f-abov«> 

i^^^^ e f(Y% ^ or e t Toneo ua Hyjiaa— ara allomUe; proriaad , ^ 
tliat th« eoBtzaetor prior to pagnMBt of soeh taxtir 

(l) prongprUy rofoaata IsatmetleBS fm tha eoBtxmetlJig 
offlear eoaeaxQlag audi tazasi aad 
(U) tains all action dlraetad %7 tlia eoBtxaettag officer,! 
lTir1wfllii g eooparaticai vltli aad for tha banaflt of tba?: 
O Oowmaat to (A) itotajariaa tha lagallty of attBh 

aaaaaamont or, (B) aactira a refoad of aueh taxea* 
«>y »wsh action mdartakoa ty tha eentzaetor at tha dlrae^ 
tlott tfTptha eoatractlag olflcar ara «aioinUa* Sitareat aaA paaaltiaa Inetcrrad 
"bj & contractor bj raasoa of tha aoagpagpeat of aajr tax at tha diractioa of tha 
pcntraetlBft officer or hy raaaoa of the falltore of the contxaetljis officer to 
aaawa titaelj direction after proqpt req^t therefor, are alao allomhle. 

: 4dr Any refnA of .tazaa, latereat, or peaaltiea, and a^ pavant 
to contractor of lateraat thereon, attribvtaUe to taxaa, lntereat> 6r 
peaaltiea vhieh vere allowed as coxttract coats, shall he credited or paid 
to the QoTexBiMat la the aaaaer directed hy the GoTenmeat, prorided a^ ' 
latereat actually paid or credited to a coatraetor Incident to a refmd of 

tax, intereat or penalty shall he paid or credited to the Oo^eraBeat only 
" ) ^ 
-^to the extent that snch Intereat accrued orer the period during nhieh the 
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e«rtxmetor liad.b««a ralaibvzsad by the OoTezmMot for the taxes. Interest, 
or penaXtles*.: 

•'^SP)' Trade. Business. Technical and Professioaal Aetlylty Costs. 
(c\) (i)* Maiberships. •Diis eateaory InclBfles costs of aoBbershlps 
la trade, business, teehnleel, and professional ersulzatlons. Sueb costs 
are allovable* 

( H (^)* StfeacrlptloMa. Sbls Item Includes cost of stAscrlptloos to 
trad% business, professional, or technical periodicals. Such costs are 
alloMble. 

C^-iih Meetings and Confercnees . Sbls Itoi Includes cost of seals, 
t^nnsportatlon, rental of facilities for aeetlngs^ and costs Incidental 
' J) thereto^ idMi the prlnary puxpose of the inctirrence of stnh costs Is the 
dlsscBlnatlon of technical Infozaatlon or stlmlatloa of production.. Such 
costs are aUomble. 

Training and Bdaeatlonal Costs. 

Costs of preparation and aalntenance of a program of Instrue- 
iioa at noBceUege lenil, desl^Md to Increase the vocational effectiveness 

oir bona fide aqOoyees, inclndlng training aaterlals, textbooks> salaries. . 

. ( -^/cfi*.^^ e-c-<«^tr:v< cx>v.;/a^-.. j.^7rc. . . '^v>A.V. -^'- v^^ 
or mgw of tralnees^duriagigegBla r le rtlng h e lw , and -tAt Jj^. s.) / 

(l) salaries of the director of training and staff 
•rtaen the training program Is eondoeted by the 
eoatractor; or 
(U) tuition and fees vhen the tralnliag Is in an 
^ Institution not operated by the eontzaetor; 

^--^ are allowBble. 

41 



Costs of iioTt t lT ii oiHi nnTinlniiTj mi g llso j iii g nn fl nrffiii>ir itj> j ^ 



s ^n es tlott , ftt an imdszwgradmts or post-emdaats eollogs Isvel, related to 
tbs Job refolrcmeots of bona fide aaploTeeSj, "^•*"g only: 
(i) txalalag saterlals; 
(U) textbooks; 

(iU) fees ebarged ty tbe edneatloBal lastlttttloa; 
(It) toltioa ebarged by the edoeatlonal iastitution, or 
la Ilea of ttdltloa, iastroetors* salaries aad tbe 
related si»re of ladlreet cost of the edneatlraal 
iBstltotlon to the extent that the sub thereof Is 
not iB excess of the tultloa vhleh vovOd haTs 
_j been paid to the partlelpatlag edaeatlOBal 

iBstltotloB; aad 
(t) stralfljht-tiBs eoapeasatloa of each eiQlogree for 
tlae Speat attending classes dnriag wrklag hours 
not la excess of 156 hours per year vhere cIxob^ 
staaees dp aot pezBlt the operatloa of classes or . 
attendaaee at classes after regular mrklag hours; i^^^^^"^""^ 

4i3V Costs of toltioa, f ees, tralalag aaterlals aad textbooks 
(but aot sxbsisteace, salary, or aay other osaliBests) la couaeetloa vlth 
fnlltlae/scleatlfle aad englaeerlag education at a post-gmdnate (bvt aot 
imder^gradnate) college lerei related to the Job refolreaents of bona fide 
esQloyees for a total period not to exceed me school year for each eeplogree 
so trained, are allowable. . In unusual cases vhere reqiolred by adlltary - 




Simft 

t«eiaolog7y: th* period maj be exteaded* ^^^^^"f^y 

iS) MalBteaaaee eaq^eue, aad aozaal detpreelatloa or fkir rental. 
Oft fteilltles o«aed or leased \ij the eoatraetor for tralalag ptocposee are 
allow^e to toe exteat aet forth iaL ^,^^, taA pjJrT ibcve, respectively. 

"45^ Oraats to edaeatloaal or tralalag lastittrtloBs, 
the doaatloa of facilities or other properties, scholarships or fellovshl 
are eoasldez«d eoatrlbutloas^see (jkf-'VboTe)* 

Traasportatioa Coats « Tiaasportatloa costs ladtide f*el^t,: 
e:9ress, cartage, aad postage charges reUtlag either to goods pcsehased, 
lA process^ or dellTared. Siese costs are allovahle* Hhea stnh costs cam 
readily be Ideatlfled irlth the iteow lavolTed, they ny be dlr^tl^ coated 
as tzaasportatlpa coats or added to the cost of sudh itcns (see -(Lahore)* 
Where IdeatlfleatldB with the aaterials recei^ caaaot readily be nde, 
labovad traasportatioa costs my be charged to the appropriate Indirect 
cost aeconato If the coatraetor follovs a coasisteBt, equitable proeedare 
la this respect. Ontboiad txtUfSti^, if reli^bnrsable «der the tezM of the 
coactract. '2^^ be treated as a direct cost, 
-(sa)- gravel Costs. 

i^T Kravel costs laelade costs of traiuiportatioB, lodglag, stib- 
Slsteaee, aad iBcideatal eqpeues, iaetir^ by coatzaetor persoaad la a 



trav«I status lAdle OB official coBva^ 

' *»^«1 costs nay be based t^oa aetttal costs lactcrred, or 
oa a per diea or mileage basli la lieu of aetoa costs, or oa a ce^laatioa of 
the two, prided the method used does aot restat la aa uareasoaable charge. 
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(SK Zr&Tel costs Ineiarred In the aomal cqvxBm of Wezv^all 



a^iiadJtxajtloQ^ of. jQie Twislnef a >» d agplA s pilil a jb fg' " ttic; entjLi 'a- 'husiaes g an 
allowabla^ ^finah aaat a whall Ve aan A tatliy illooat a d tp a lli twrli oii.tha 



~t!ft* Z^J^> epsts 

pcxftaaaaeii ar« ,allo«al»l49 and maj b« diaxgad to tha eeatzaf t la ^eoxdaua 



with tha prlBcipIa of dlraet M4?tiM ASEB 1^202)« 

■Ofoupta of a ,|p4^i^ or oaaa aat^ara .allonalalaii^ avib Jaet to alloeatlOB. 
cm Vm "btmSMjit^ iiox>kj»r tlaia ^rlod baaafltad iriiot ag pgeipriata* (But aaa 



Draft 

Eart^- Qaideltoes for Asplle&tlom la the Hegotlatlom ^ 
aaA AdhKtBl8tntlo& of Flzed-Frleo Siqpiplgr 
aad Beseaareh Coatxaets vlth Orgailzatloaa Other 
Oiaa IMiirfttlniial L&Btltutloos aad la the 
Hegstlatloa of Texnlaatloa SettloBflats for 
the CoBvealenee of the GoTexxBReat 

' 6o'> . . •■• 

IS-gOC Scope of gart » Bkis Fart pzoyldes gnUaaee for the t»e of 
Burt 2 of this Seetloa (i) la the evaluatloa of cost* la pricing of aegp- 
t&ated flasd-prlee type etqplgr aad research coatxaets aad svOtcoatraets vith 
prgsalxatloBS other thaa edaeatloaal lastltcrtloas^ la those lastaaees vhere 
su^ evaluatloa Is req[^lred;to establish prices for sueh coatxaets aaA 
(11) la the aegotlatloa of tezalaatloa Mttleieats, 2s»4h[aNa8nMai«ae«Be#» 



15-»5Qar Deflaitloa of flxedUPrlce Type Coatxaets , "Flxed^prlee tgrpe" 
ecatraets laeliide, for >axposes of this Fart, the foliovlag: 
(1) flza flzed^prlce coatxaets (ASFB >i»03.l) 
(11) flzed^prlee coatxaets vlth esealatloa (ASFR 3-li03.2) 
(ill) fixed-price coatxaets pxovldlag for the redetezBiaatloa 

of price (ASFB 3-^3*3) 
(It) fixed-price laeeatlTe coatxaets (ASER 3-l»03.)^) 
(t) aoa-cost-xelahuxsahle portloa of tine aad aaterials 
\ coatxaets (ASER 3-^5*1) 

(n) laber-hovr coatxaets (ASiS 3-M)5.2) 
15-i50g ' Basic Considexaticas, (a) lAider flxacUprlee "^rp* coatxaets, 
the aegotlated price is the tasis f or pagrneat to a coatxaetor iriiexeas allomhie 
costs are the basis for relabarseaeat tader cost-relabarseaeat type coatxaets* 
AeeoxdiagX/, the policies aad procedores of ASEB Seetloa m. Fart 8, are 
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gOTSzajLac M& JilMai V« f ollcnrwd la th« a«go^ <>f fljced-prle« type 
eoKtzaets*, tSopll §ad c^e provlds glides for aBcertalaijas 

ftdr ccag OT ii^ ifet ptt m iu>t rigid naavqref of lt« Other '^rpos of data, 
exlt«rla, or staadardi aagr fttzsiiih eqpially rallablo guides to flair ec»- 
poaia ti oa» Ibi 4bill^ to apply standards Of 'vbltsla^s Jud^tiat as dlstlaet 
tiam stlii^ 4e^Mtlai prlaelples Is at th« haart of a negotiated pries or 
ssttXauat^ ~ 

(1>) AiOBg -Qie different l^rpes of flxed>pries tj^w contracts, 
ths aead f6r'e@iuidSration of cbsits Tsries eoMidszaUy W 

(i) aabrospeetlve R-lel^ aid Settleaents^ Ik aegotlatlag 
flxB fixed prices or settlasats for vork lAleh bas >eea.. 
' - ecoQileted at the tlae of aegotlatloa (s.g., final aego-^^ v^— n 
tiatidas nader flzed^priee IneeatiTs eoBtzaetft, redeter- 
mlaatioa ol price after coqpletion of the mk^ or 
aegotlatloa ol a settlflBteai agreeaeat mder a eoatzaet 
tezBlla^ fbr the cotrreaiflaee of the Ctorezaieat), the 
treatBSBt of costs is a aajer factor la arrivlag at th« 
aaouat of the price or settLepeat. Hoverer, ersa la 
thss# sitnatioBS^ the finally aigresd price or settle- 
■eat Waj' represcat sooie'^iiag other than the sw total 
bf accqptahle costs pins profit, slaee the flaal prica 
aiscqpfted hy each party does api aeeessarliy reflect 
agreeiB«it ea ihm evalmtiaa of each eloaeat of cost, 
btrt rather a fliiaL aresolvtlom of all Issues la the 
aeflo tl atiea process* 
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(ii) gorvard PrlclBg « Oxa extent to idaleh costs Wltmaee 
f onnzd prlciag -varies greatly tea ease to ease. Ik 
negotlatioui coterlng fotura nork^ aettal costs caBBDt 
1>s kaovm sad the InpoartsMs of cost estlaatas dspoBds 
oa tha olreiMtsaeas^ 9ia eoatxaet^ 
eooslder^all tbe f)aetors aff eetlas the reasooableaess 
of the total proposed priee> staeh as the teehaleal, 
prodoetiaft or flasaeiai irlak assnsed, th« coqlexi^ 
of vex^ the extent of eoapetltlrs prleiag, aad the 
coaia«ei^r*s record f^^^ 

iBgcnnli^, af veil as liTaiiUhlo cost estlaates*- He : 
irast W Aree to l>ar8BLli f or a total pr^ 
eqjoltabi^ distributes' the ilsks 'betwees the eostxaetor 
aad -Uw OoTexaneat aad provides lueatl'ves for effleleaej 
aad cost redaetim. la aegotlatlBi^ soeh a price, it Is 
^dt possible to Idcatlf^ the treataeat of speelfle cost 
eloaeBts^ slaeto the bargalalag Is oa a total prlee basis. 
Bras, iihlle cost data Is ofkea ai'valmhle aid. It vUJL 
aot eoatr61 aesotlatiott of prlees for vork to he pexw 
foHMd, or a target price xpder am iaeeatlTe costzmet. ^ 
Cost PrlaelDles aad Their Pse . (a) IOmb, porsuaat to ASFR 15»Mdii 
costs are to be coasldered la the aegotlatlea of flxa&.prlce type eeatzmets, 
Seetloa Z7, Fart 2, shall be used as a guide im the walmtloa of cost data 
refQlred to establish a fair sad reasoaable pzlee la eoajuaetloa vl'Ux erUier 
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p«rtlaat eoulderatloas as set forth aore folly Ijk ASFR Sectloa ZXI^ 
(b) y'D^hoMTttr aa oeeasloa axlses ts lAleh «eeept«blllt7^ of a 



•peeifle ItcB of coat beeooes aa issue, Seetloa Burt 2, vUl serre as 



a gntde 



in: 




(c) la aiplTlag Burt 2 of this Sectloa Z\r to flzed^prlee 




eoatzmets, eoatzaetlag officers irlll: (i) aot be'^^lnd to aeeotlate 



oanS^^ladividaal el«aeat of coat; aad (li) be esQeeted to ui« 
their Jttdffuat aa to the degree of dMail la lAlch they eoasider the 
ladiTldnal eXeaeats of coat la arrlvlag at their rvalwtloa of total cost, 
vhere such evaluatioa is appropriate. Hbverer, the aegotlatioa record. 
AoOId fully siftstaatiate aad ^xmtlty the reasoalas leadlas to aajr aeao-* 
tiated price» 

■ - k. . /" ^ ... . ■ . •■ 

• hmmir a rj li he rt ^ order to pennlt the proper evalmtlon of cost data 




submitted by contractors for use In negotiating prices. It may be 
necessary to obtain breaMovns or account analyses in respect to some 
cost items particularly those whose treatment may be dependent uppn 
special darcumstances as stated in the principles. Contractors will 
e3q[>ected to be responsive 'to reasonable recpjests for data of this klm 




(/ 
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SBCTION X7 
CONTRACT COST FklNCIPLES AND PROCEDURES 

15-000 Scope of Section ^ This Section contains general cost princi- 
ples and procedures for the determination and allowance of costs in con- 
nection with the negotiation and administration of cost-reimbursement type 
contracts and contains guidelines for use^ vhere appropriate^ in the evalua- 
tion of costs in connection witti: certain negotiated fixed-price type 
contracts and contracts terminated for the convenience of the Government • 

Part 1 ^ Applicability 

15-101 Scope of Part . This Part describes the applicability of suc- 
ceeding Parts of this Section to the various types of contracts in connection 
A with which cost principles and procedures are used. 

15-102 Cost-Reimbursement Supply and Research Contracts with Concerns 
Other Than Educational Institutions . This category includes all cost- 
reimbursement type contracts (ASPR 3-'«-Ol4.) for supplies, services> or 
experlment€LL, developmental, or research work (other than with educational 
institutions, as to which ASPR 15-103 applies), except that it does not 
Include facilities contracts (see ASPR 15-105) or construction contracts 
(see ASPR 15-10l|.), The cost principles and procedures set forth in Part 2 
of this Section shall be incorporated by reference in cost-reimbursement 
supply and research contracts with other than educational institutions 
as the basis - 

(i) for deteimination of relmburseable costs under such contracts, 
including cost-reimbursement type, subcontracts thereunder, and 
'jQ^ the cost-reimbursement portion of time-and-materi8LLs contracts 

(ASER 3-^^05.1); 
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(11 ) for the negotiation of overhead rates (ASFR Section Illr 
Part 7); aad 

(ill) for the detemlnatlon of costs of tezmlnated cost- 
reimbursement type contracts^ where the contractor elects 
to Voucher out" its costs (ASER Section VIZI, Fart k), 
and for settlement of such contracts by detexmlnatlon 
(ASPR 8.209.7)- 

IS-'IOS Cost-Reimbursement Research Contracts vith Educational Jn^ 
stltutions* 3!hls category Includes all cost-reimbursement type contracts 
(ASER for experimental, developnental, or research work vith edu- 

cational institutions • The cost principles and procedures set forth in : 
?BXt 3 of this Section shall be incorporated by reference in cost- 
reimbursement research contracts vith educational institutions as the 
basis - 

(l) for detexmlnatlon of reimbursable costs under cost- 
reimbursement type contracts , including cost-reimbursement 
type subcontracts thereunder; 
(11) for the negotiation of overhead rates (ASEB Section in. 
Part 7); and 

\ (ill) for the determination of costs of texmlnated cost* 

reimbursement type contracts vfaere the contractor elects 
to **Ycucher out" its costs (ASER Section Yin, Fart h), 
and for settlement of such contracts .by determination 
(ASER 8.209.7)^ 

In addition. Fart 3 is to be used in detexmlnlng the allowable costs of 
research and derelppnent perfozmed by educational institutions under grants. 

- 2 - 
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/Editor's note: When this pazugraph 15-103 la printed;^ ASPR 15-300 should 
he deleted^ 

15-10^^ Cost-Relmhursenent Constmctlon Contracts > This category 
Includes all cost-relxabursement type contracts (ASPR S'^Ok) for the con- 
staructlon, alteration, or repair of huildlngs, bridges, roads, or other^ 
kinds of real property* It also Includes cost-relmhursement type contracts 
for architect-engineer services related to such construction. . It does not 
Include contracts for vessels, aircraft, or other kinds of personal property. 
The cost principles and procedures set forth in Part k of this Section shall 
he incorporated by reference in cost-reimbursement construction contracts 
as the basis - r 

(i) for determination of reimbursable costs under cost-reimbursement 
type contracts. Including cost-reimbursoient type subcontracts 
thereunder; 

(11) for the negotiation of Overhead rates (ASPR Section III, Part 
7); and 

(ill) for the determination of costs of teminated cost-reimbursement 
type contracts vhere the contractor elects to "voucher out" 
its costs (ASPR VIII, Part k), and for settlement of such 

contracts by determination (ASPR 8-209.7) • 

.... . , 

15-105 Cost Reimbursement Facilities Contracts . (Reserved) 
15-106 Use of Cost Principles for Fixed. Price Contracts . Part 6 of 
this Section provides guidance for the use of Parts 2, 3, and k vhere appro- 
priate, in the evaluation of costs in connection with the negotiation of 
certain fixed-price type contracts and termination settlements. 
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15-107 Advance Understandings on Particular Cost Items > The extent 
of allowaMUty of the selected Items of cost covered In Farts 2 through 
5 has been stated to apply hroadly to many accounting systems In varying 
contract situations. Thas^ as to any given contract^ the reasonableness 
and allocabillty of certain items of cost may be difficult to determine, 
particularly in connection with firms or separate divisions thereof which 
may not be subject to effective competitive restraints « In order to avoid 
possible subsequent disallowance or dispute based on unreasonableness or 
non-fidlocability, it is inqportant that prospective contractors, particu- 
larly those vhose work is predominantly or substantially with the Government, 
seek agreement with the Government in advance of the incurrence of special 
or unusual costs in categories vtere reasonableness or allocabillty are 
difficult to determine. Such agreement may also be initiated by contract- 
ing officers individually, or jointly for all defense work of the contractor, 
as appropriate. Any such agreement should be incorporated in cost-reimbursement 
'type contracts, or made a pairb of the contract file in the case of nego- 
tiated fixed-price type contracts, and should govern the cost treatment 
covered thereby throughout the performance of the contract. But the 
absenpe of such an advance agreement on any element of cost will not, 
in itbelf, serve to make that element either allowable or unallowable* 
Examples of costs on which advance agreements may be particularly 
im p ort ant r 

(i) compensation for personal services; 
(ii) use charge for fully depreciated assets; 
(ill) deferred maintenance costs; /"^ ^ 

- 1> - 



(iv) pre-contract costs 5 
(v) research €uid development 
(vl) royalties; 
(vll) selling and distribution 
(vlii) travel costs ^ as related 
movenent • 
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costs; 
costs; and 

to special or mass persoxmel 



lEAFT 

26 June 1959 - 

Part 2 - Principles and Procedores for Use In Cost Reim- 
bursement Type Supply and Research Contracts with ' 
Commercial Organizations 

15^201 Basic Considerations 

15^201^1 Ccanposltion of Total Cost * The total cost of a contract 
la the sum of the allowable direct and indirect costs allocable to the 
contract. Incurred or to be Incurred, less any allocable credits. In 
ascertaining what constitutes costs, any generally accepted method of 
determining or estimating costs that is eijiiltable ymiev the circumstances 
may be used, including standard costs properly adjtisted for applicable 
variances. 

15-201.2 Factors Affecting Allovabinty of Costs. Factors to be - 
considered in determining the allowability of individual items of cost 
include (i) reasonableness, (li) allocability, (ill) application of those 
generally accepted accounting principles and practices appropriate to the 
particular circumstances, (iv) any limitations or exclusions set forth in 
this Part 2, or otherwise Included In the contiuct as to types or amounts 
of cost Items. 

15-201.3 definition of Reasonableness . A cost is reasonable if, in 
its nature or amount, it doe? not exceed that which would be Incurred by 
an ordi n a r ily pmdent person in the conduct of ccmpetitive business. The 
qjiestion of idbe reasonableness of specific costs must be scrutinized with 
particular osxe in connection with firms or separate divisions thereof 
^Al^Qh miay not be subject to effective ccnipetltlve restraints. What is 
reasonable depends upon a variety of considerations and circumstances 
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involving both the nature and amount of the cost in question. ~ In deter- 
mining the reasonableness of a given cost^ consideration shall be given to: 
(i) whether the cost is of a type generally recognised as 

ordinary and necessary for the conduct of the contractor's 
business or the performance of the contract; 
(ii) the restraints of requirements imposed by such factors as 
generally accepted sound business practices, arm's length 
bargaining, Federal and state lavs and regulations, and 
contract tenas and specifications; 
(iii) the action that a prudent business man vould take in the 
circumstances, considering his responsibilities to the 
ovners of the business, his employees, his custaaera, the 
Government and the public at large; and 
(iv) significant deviations from the established practices of 

the contractor which may unjustifiably increase the contract 
' costs. 

13-201. k Definition of Allocability . A cost is allocable if it is 
assignable or chargeable to a particular cost objective, such as a con- 
tract) product, product line, process, or class of cuatoner or activity, 
in accordance with the relative benefits received or other equitable re-* 
lationship* Subject to the foregoing, a cost is allocable to a Ctovemmetit 
contract if it: 

(i) is incurred specifically for the contract; 
(ii) benefits both the contract and other work or both Govern- 
ment work and other work and can be distributed to them in 

reasonable proportion to the benefits received; or 

- 7 - 
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(ill) is necessary to the over-all operation of the business^ 
although a direct relationship to any particular cost 
objective cannot he shovn. 
15-201 > 5 Credits # The applicable portion of any income, rebate, 
allowance, and other credit relating to any allowable cost, received by 
or accruing to the contractor, shall be credited to the Government either 
as a cost reduction or by cash refund, as appropriate » 

15-202 Direct Costs > (a) A direct cost is any cost which can be 
identified specifically vith a particular cost objective* Direct costs 
are not limited to items which are incorporated in the end product as 
material or labor. Costs identified specifically with the contract arer 
direct costs of the ^contract and are to be charged directly thereto. 
Costs identified specifically with other work of the contractor are direct /^^^ 
costs of that work and are not to be charged to the contract directly or 
indirectly. When items ordinarily chargeable as indirect costs are 
charged to Government work as direct costs, the cost of like items applicable 
to other work of the contractor must be eliminated from indirect costs allo- 
cated to Government work. 

(b) Xhis definition shall be applied to all items of cost of 
significant amount unless the contractotr demonstrates that the application 
of any different current practice achieves substantially the same resxilts. 
Direct cost items of minor amount may be distributed as indirect costs as 
provided in ASER 15-203. 

15''203 Indirect Costg », (a) An indirect cost is one which, because 
of its Incurrence for common or Joint objectives, is not readily subject to ^/-^^^ 

. 8 - 
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treatment as a direct cost. Minor direct cost items may "be considered to "be 
indirect costs for reasons of practicality. After direct costs have been 
detexalned and charged directly to the contract or other vorlc as appro- 
priate, indirect , costs are those remaining to be allocated to the several 
classes of vork. 

(h) Indirect costs shall he accumnlated "by logical cost group- 
ings vith due consideration of the reasons for incurring the costs. Each 
grouping should be determined so as to permit distribution of the grouping 
on atB basis of the benefits accruing to the several cost objectives. 
Commonly, manofaeturing overhead, selling expenses, and general and ad- 
ministrative expenses are separately grouped. Similarly, the partieiOar 
case may reqyilre subdivisions of these groupings, e.g., building occu- 
pancy costs might be separable frcm those of personnel administration within 
the manufacturing overhead group. ^OSie number and con^osltlon of the group- 
ings should be governed by practical considerations and shcwld be such as 
not to ccnqjllcate unduly the allocation vhere subst«itlally the same re- 
sults are achieved throu^ less precise methods. 

(c) Each cost grouping shall be distributed to the appropriate 
cost pbjectlves. This necessitates the selection of a distribution base 
CQBsnoiL to air cost objectives to Trtilch the souping is to be allocated. 
The base ihiBuld be selected so as to pennlt allocation of the grouping on 
the basis of the benefits accruing to the several cost objectives. This 
principle for selection is not to be applied so rigidly as to ccnpllcate 
unduly the allocation vhere substantially the same results are achieved 
through less precise methods. 

- 9 - 
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(d) The metliod of allocation of Indirect costs must te based 
on the particular circumstances Involved* The method shall he In accord 
with those generally accepted accounting principles vhlch are applicable 
In the clrcimstances* The contractor's established practices^ If in 
accord with such accounting principles^ shall generally be acceptable. 
However^ the methods used by the contractor may reqjiire re-examlnatlon 
when: 

(i) any substantial difference occurs between the cost pat- 
terns of work under the contract and other work of the 
contractor; or 

(ii) any significant change occurs in the nature of the busi-^ 

ness, the extent of subcontracting, fixed asset improvement 
programs > the inventories, the volxmie of sales and produc- ''^"^^ 
tion, manufacturing processes, the contractor's products, 
or other relevant circtmLstances* 

(e) A base period for allocation of indirect costs is the period 
during which such costs are incuired and accumulated for distribution to 
work performed in that period* Normally, the base period will be the con- 
tractor's fiscal year; however, use of a shorter period may be appropriate 
in case of (1) contracts whose performance Involves only a minor portion 

of the fiacal year, or (ii) where it is general practice in the industry 
to use a shorter period. In any event the base period or periods shall be 
so selected as to avoid Inequities in the allocation of costs. When the 
contract is performed over an extended period of time, as many such base 
periods will be used as will be reqjiired to represent the period of contract-"'^ 
performance. 

- 10 - 
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15-20^^ Application of Principles and Proeedurea . (a) Costs shall 
"be allovecL to the extent that they are reasonable (see ASER 15-201.3)> 
allocahle (see ASER 15-201 .i*), and determined to be allowable In view of the 
other factors set forth in ASPR 15-201.2 and 15-205. 

(l>) ^8ts Incurred^as regttbarse mCTW'h y n pylae, ooalu'aLLui) t^ ^ 
a suhcontractor ^«i»|a Mst^ieiibuMelijS ^^e^S^t&^eloj^le *'^ 
to the extent that allowance is consistent with the Fkrt of this Section X7 
which is appropriate to the subcontract Involved. Thus, if the subcontract 
is for suppUes, such costs are allowable to the extent that the subcon- 
tractor's costs would be aUowable if this Part 2 were incorporated in the 
subcontract; if the subcontract is for construction, sud^ costs are allowable 
to the extent that the subcontractor's costs would be allowable if Tart k 
of this Section X7 were incorporated in the subcontract. 

(c) Selected items of cost are treated in ASEil 15-205 . However, 
ASER 15-205 does not cover every element of cost and every situation that 
mij^it arise in a particular case. Failure to treat any item of cost in 
ASPR 15-205 is not intended to la^ply that it is either aUowable or un- 
allowable. With respect to all items, whether or not specifically covered, 
detemlnation of allowabiUty shall be based on the principles and standards 
set forth in this Part and, lAiere appxfppriate, the treatment of similar or 
related^ selected items. 

15-205 Selected Costs . 
15-205.1 Advertising Costs . 

(a) Advertising costs mean the costs of advertising media 
and corollary administrative costs. Advertising media include marines, 
newspapers, radio and television programs, direct mail, trade papers, 

- U - 
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outdoor adwtlslng, dealer cards and window displays, conventions, exhibit 
ftree good* and saiqples, and the like. The following advertising costs are 
allowable: 

(1) advertising in trade and technical Journals, provided 
such advertising does not offer specific products or 
services for sale but is placed in Journals which are 
valuable for the dissenduatioa of technical infonnation 
within the contractor's industry; 
(ii) help-wanted advertising, as set forth in ASER 15-205.33, 

i&en considered la conijunction with all other recrultnent 
costs; 

(ill) costs of partlclpatlai in exhibits— 

(A) upon isvitatiott of the Government, or 

(B) Tdilch erfjlbits are for the purpose of disseminating 
technical Infoimaticai within the contractor's industry; 
however, such costs are not. allowable tmder this sub- 
paragraph (B) if the e^dilbit off ers specific products 
or services for sale; 

^ (iv) advertising for the exclusi-ve purpose of obtaining scarce 
• ; materials, plant, or equlpoient, or disposing of scrap or 

• surplus materials, in conneetioa with the contract, 
(b) Except as provided above ,^ all other advertising costs are 
unallowable. 

15«205.2 Bad Debts ." Bad debts, including losses (whether actual or 
estlaated) arising from uncollectible custcners' accounts and other claims, 
related collection costs, and related legal costs, are unallowable. 

- 12 - 
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15»205*3 Bidding Costs > Bidding costs are the costs of preparing 
bids or proposals on poteitlal Goyem n errb and nan-Govenaiient contracts 
or pro;)ects, Indttdlng the development of englneiarlng data and cost data 
necessaa^r to support the contractor's "bids or proposals. Bidding costs 
of the cnrrent accounting period of "both sticcessful and imsuccessful bids 
and proposals nonnally will be. treated as allovable Indirect costs, Invhlch 
, event no bidding costs of past accounting periods shall be allowatoie In the 
curreat period to the Ciovemasent contract » Hbvever, If the contractor's 
established practice Is to treat bidding costs by some «th«r mebhod, the 
results obtained may be acc^ited only If found to be reasonaible and equitable. 
15-20^.^ Bonding Costs.. 

(a) Bonding costs arise i&en the Gorvemment reqjilres assurance 
against financial loss to itself or others by reason of the act or 
default of the contractor. Tbey arise also in Instances vhere the con- 
tractor requires similar assurance* Included are such bonds as bid, 
performance, payment, advance payment. Infringement, and fidelity bonds. 

(b) Costs of bonding reg^rlred pursTiant to- the tenns of the 
contracrt are allovable. 

J (c>. Costs of bonding reqiulred by the contractor In the • 

- ■ • . - ■ - ■ 

general conJuct of his business are allowable to the extent that such bond- 
ing is in accordance with sound business practice and the rates and pranlums 
are reasonable under the circumstances. 
15-205.5 Civil Defense Costs. 

(a) Civil defense costs are those incurred in planning for, 
and the protection of life and property against, the possible effects of 
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enemy attack* ReasonaU.e costs of civil defense measures (including costs 
In eaeeesa of normal plant protection costs ^ flrst-ed.d training and supplies^ 
fire fighting training and equlpmait^ posting of additional exit notices 
and directions, and other approved clvU defense measiires) xmdertaken on 
the contractor's praolses pursuant to suggestions or requirements of clvU 
defense authorities are allovable allocated to all vork of the 
contractor • 

(h) Costs of capital assets under (a) above are allp'rahle 
through depreciation In accordance vlth ASHl 15*20$ »9« 

(c). Contributions ta local clvU defense funds and projects 
are unallovable* 

15*205 #6 Compensation for Personal Services # 

(a) General, (l) Conipensatlon for personal services In-' /"^ 
eludes all remmeratlon paid currently or accrued. In whatever fozm and 
whether paid Immediately or deferred, for services rendered by employees ' 
to the contractor dtirlng the p^lod of contractcperfoxmance* It Includes, 
but Is not limited to, salaries, wages, directors* and executive committee 
members* fees, bonuses (including stock bonuses). Incentive awards, em- 
ployee stock options, ezsployee insurance, fringe benefits, and contributions 
to pension, annuity, and management employee Incentive compensation plans. 
Except as otherwise specifically provided In this ASPR 15-205,6, such costs 
are allowable to the extent that the total compensation of Individual 
emplc^rees Is reasonable for the services rendered and they are not In excess 
of those costs which are allowable by the Internal Revenue Code and 
regulations thereundn. 



DRAFT 

26 June 1959 

(2) Cosipensatloii Is reasonable to the extent that 
the. total amount paid or. accrued Is coimnensurate with compensation paid 
under the contractor's established policy and conforms generally to com- 
pensation paid by other firms of the same slze^ In the same Industry^ 
or In the same geographic area^ for similar services » In the admlnlstra-* 
t Ion of this principle^ It Is recognized that not evexy compex^satlon 
case n^ he sxibjected In detail to the above tests. Such tests need be 
applied only to those cases In which a general review reveals amounts 
or types of compensation Trtilch appear unreasonable or otherwise out of 
llne# However, certain conditions give rise to the need for special 
consideration and posslhle limitation as to allowability for contract 
cost purposes ^ere amounts appear excessive* Among such conditions 
are the following: 

(1) Compensation to owners of closely held 

corporations, partners, sole proprietors, or 
members of the immediate families thereof, 
• or to persons who are ccmtracttially 

committed to acquire a substantial financial 
Interest. In the contractor's enterprise. 
; petezmlnatlon shbuld he made that such 

compensation Is reasonahie for the actual 
personal services rendered rather than a 
dlstrlhutlML of profits. 
(11) Any change In a contractor's compensation 
policy resulting in a substantial Increase 
In the contractor's level of ccmpensatlon, 

. - 15 - 
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particularly when It was concurrent with an 
Increase in the ratio of Govenment contracts 
to other "business^ or any change in the 
treatment of istllowability of specific types of 
congpensation due to changes in Government 
policy.. 

(iii^ The contractor-^ s hxzsiness is such, that his 
cdopensat ion levels are not subject to the 
restraints normally occxirring in the conduct 
of concpetitive iDuslness. 
(3) Conrpensatlon in lieu of salary for S4»Tices rendered 
hy partner? and sole proprietors will /be allowed to the extent that it : 

is reasonable and does not constitute a distribution of profits » 

■ ■ • 

(V) In addition to the general requirements set forth 
in (l) throtigh (3) ahove> certain forms of compensation are subject to 
further requirements as specified in (b) through belov» 

(b) Salaries and Wages ♦ Salaries and wages for cxarrent 
services include gross ccntpensation paid to employees In the form of 
cash; product 8> or services^ and are allowable. However^ premiums for 
overtime^ extra-pay shifts^ and mxilti^-shift work are allowable to the 
extent lecprproved pursuant to' PiSPR 12-102 A or permitted pursuant to 
ASER 12^102*5- 

(c) Cash Bonuses and Incentive Compensation. Incentive 
conpenjsation for management employees^ cash bonuses^ suggestion awards, 
scLfety awards, and Incentive conpensatiOQ^ based on production, cost re- 
duction, or efficient performance, are allowable to the extent that the 

- 16 . 
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over-all conzpexxsatlon Is detemlaed to l>e reasonaULe and such cost a are 
pald o^ accrMfdL pursiiant to aa agreement, entered Into in good faith 
between, the contractor and the eznployees before the services vere 
rendered, or pursuant to an established plan f olloved by the contractor 
so consistently as to Imply, In effect, an agreement to make such 
payment* (But see ASPR I5-IO7O Bonuses, awards and incentive 
conrpensatlon when any of them are deferred are allowable to the extent 
provide In (f) below. 

(d) Bonuses and Incentive Compensation Paid In Stock* 
Costs of boniiisea and Inc^tlve compenaatlon paid In the stock of the con- 
tractor or of an affiliate are allowable to the extent set forth in {c) 
above (including the Incorporation of the principles of paragraph (f) 
below, for deferred bonuses and Incentive compensation), subject to the - 
following additional requirements: 

(i) valuation placed on the stock transferred shall 
be the fair market value at the tlmie of transfer, 
determined upon the most objective basis 
avallablej and 
" (11) accruals for the cost of stock prior to the 
I ; Issuance of such stock to the employees shall 

l)e subject to adjustment according. to the possl* 
hlUties that the employees will not receive 

such stock, and. their Interest in the accruals 
win be forfeited. 

Such coats otherwise allowahle are siibject to adjustmait according to the 
prlncljaea set forth In (f)(3> below. (But see ASPR 15-107.") 
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(e) Stock Options^ The coat of options to enrployees to 
pureliacs# stock of the contractor or of azi laf filiate is tmallovable. 

(f) Deferred Cqnrpensation^ (l) As used herein,, deferred 
CGSBipezxsat ion . includes aU remuneration^ In /uhatever fozm, for ^Aiich the 
aiiployee is not paid until after the lapse of a stated period of years 
or the occurrence of other eivents as provided in. the plans^ except that 
it does not include normal end of accounting period accruals • It in« 
dudes (i) contrihutions to pension, annuity, stock tonus, and profit 
sharing plans> (ii) contrihutions to disahillty, withdrawal, insurance^ 
surrivqrship^ and similar l>«iefit plans, and (iii*) other deferred com- 
pensation^ iriiiether paid in cash, or in stock* ^ 

(2) Deferred compensation is alloTmble to the extent i 
that (ij except for past service pensicm^costs ^ it is for seanrlces 
rendered during, the contract period; (ii) it is, together with all other 
ccmpensaitloax paid to the employee>^ reasonable in amount; {til) it is paid 
pursuant to an agreement entereid Inta in good faith hetveen the contractor 
and esopl^^ before the services are raidered, or pursuant to an estah-^ 
lished plan followed by the contractear so consistently as to Imply; in 
effect^ an agreement to make such, paymsrts; and (iV) for a plan which 

is subject ta approva l by the Internal Revenue Service, it fallst within 
the criteria and standards of the Intemal Revenue Code and the regula- 
tiona at the Internal Revenue Service* (But see ASER 15-IO7.) 

(3) In determining the cost of deferred compensation 

allowable under the contract^ appropriate adjustmaits shall be made for 

credits or gal ns^ Rising out> of both xxoxmal and abnormal enrployee 

tuznover,^ or any other contingencies that can resxilt in. a jtarfeiture 

. 18 . 
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^7 aBployiie^s of such deferred cdzopensatiozx. Adjoistments shall he made 
only for forfeitures vhich directly or Indirectly iniure to the henefit 
of the contractor J forfeitures vhich inure to the henefit of other 
entployees cpyered hy a def«Ted compensation plan vlth no reduction 
In the contractor's costs will not normally give rise to adjustment in 
contract costs* Adjustments for noznal employee tumover shall he hased 
on the contractor's experience and on foreseeahle prospects^ and shall 
he reflected in the amount of cost currertly allowahle* Such adjust- 
mearts will he unnecessary to the extent that the contractor can demonstrate 
that its contrihutiqns take into account npimal forfeitixres* Mjustments 
for ppssihle future ahnoxmal forfeitures shall. he effected according to 
tte following rules: 

(±) ahnoimal forfeitures that are fpreseeahle 
and which can. he currently evaltiated with 
reasonable accuracy, hy act^Mrial or other 
soimd conrpiitat ion, shall he reflect 
adjustment of current costs otherwise 
allowahle; and 
(ii) ahnoimal forfeititreB, not within (i) 
! above, may he made the subject of agreement 

between the Government and the c^^ 
either as to an eq:uitable adjustment or a 
method of deteq:iQinlng such adjustment* 
(If) In determining whether deferred ccppensation iS: for 
services, r^aidered dxrring the contract period or is for future services, 
consideration shall be given to conditions Imposed iipon eventual payment, 

-19 - 



DRAFT 

26 Jtme I9'59 

suclx aa, reqjxlrements of continued enrployment, consxiltation after 
retlremrat^ and covenants not to conipete* 

(g) Fringe Benefits > Fringe benefits are allovances and services 
provided "by tlie contractor to its enqaloyees as conrpensstion in addition to 
regular vages and salaries* Costs of fringe benefits, such as pay for 
vacati^is, holidays, sick leave,, military leave, employee insurance and 
supplemental employment benefit plans are allowable to the extent required by 
law, employer-employee agreement, or an. established policy of the 
contractor* 

(h") Severance Pay* See ASER 15-205*39. 
(i") Tiraining and Education Expenses* See jSSPR 15-205*1|^. 
15*205 > 7 Contingencies* 

id) A contingency is a possible future event or condition 
arising from presently known or unknown causes^ the outcome of ^diich is 
indeterminable at a present time* 

(b^ In historical costing, conting^cies are not noimally 
present since such costing deals with costs which have been incurred and 
recorded on the contractor's books. Accordingly, contingencies are gen- 
erally unallowable for historical costing purposes* However, in some 
cases, as for ex8zzqple> tezminatlons, a contingency factor may be 
recognized ^rtilch is applicable to a past period to give recognition 
t<^ mlnOT unsettled factors In the interest of expeditious settlement. 

(c) In connect 1cm; with estimates of future costs, contin- 
gencies fall into two categories; 

(i") those which may arise ftrom presently known and 

existing conditions, the effects of which arc 
- 20 - 
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foreseeable vltMzi reasonable limits of accuracy; 
e.g^ p anticipated costs of rejects and defective 
/work; in suclx situations vhere they exists con* 
tlngencies of this category are to "be included 
in the estimates of future cost so as to provide 
the best estimate of perfozmance costs^ and 
(ii) those vhich may arise from: presently known or 
unknown conditions, the effect of which cannot 
be measured so precisely as to provide equitable 
resialts to the contractor and to the Government; 
g>g*f restilts of pending litigation, and other 
general huslness risks* Contingezxcies of thla 
categoiy aire to he excluded from cost estimates 
under the several items of cost,. Taut should he 
disclosed separately. Including the hasis upon - 
which the cGntlngBncy is cooiputed in order to 
facilitate, the negotiation of appropriate 
contractual coverage (see, for example, ASFR 
15-2O5.l6^'15-2O5*a0, and 15-205.39)* 
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15-20^.8 Contrlbtttlona and Bonationfl > Contrllrationa asuSi donations are - 
nnaUemAL** 

15-205.9 Depredation * 

(a) Desreelatlon Is a charge to etorrest operations. -oiilclx distributes 
tha eost of a tangible c^tal asset, less estimted resldoal value, over tbe 
estlaated useful life of the asset In a sTstenatlo and logical Bsamier. It 
does not Involve a process of valvatloa. Usefal life has reiTerrace to the 
prospective period of econoodo asefnlasss la the partlevlar contractor's 
operations as distinguished ftroa pfagrslcal life. 

(h) Bsnoal depredatloa on a coatraetQr'SvjplaBt>^ e9.ixLpinsnt, and 
other eagltaL ftelUtles Is aa aUovahle eleasnt of eoatraet CQSt; provided 
tiiat the amount thereof Is coBvoted: 

(1) i9on the pr o j^ e rtj cost basis used bj the eontraetor for 
Federal Ineoas tax porposes (see Seetlon I67 of the 
Internal Bsvenae Code of 1954); or . 
(U) In the ease of aovproflt or ta>>e9Bui9(t orgazdatloxui, 
- vagon a pro pe r ly cost basis vhlch cotOd have been naoi, 
"by the contzaetor for Federal Income tax purposes, had 
sueh crganlzatloBS been ssbjeet to the payaest of 
incoBB tax; and la el^er case 
(Ul) by the coaslsteBt jQplleatloa to tb» assets coneemed 
of aagr geaerally accepted aeeonstlng method, and subject 
to the llBLtatlGns of the I&temal Bevesoe Code of 2$$k, 
as amended^ Including*— 

(A) the straight Une aethodf 

(B) the declining balaaee method, using a rate not 
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exeeedlog tvlee tb« rata lAlch mmld haya 'been 
iised liad the annual allovaace been eoiqpated under 
tha oathod deserl'bed In (A) above; 
(C) -Qie SOB of the yeara-dlglts oethod; cmd 
(9) axgr otiier consistent nBthod prodnetlre of an 

allovanea lAlch, iriiaa added to all allomaees for 
the period coaanaelng vlth tbm use of the pr ope rty 
and iTwIitfltn g the current year, does not, daring tiie 
first tvo-tblrds of tha nsefal Ufa of tha property, 
exceed tha total of sueh allovaases vhieh vonld have 
been used had sueh allovaaeea be«& emqpoted uaGLar tha 
asthod deserlbed la (B) abova* 
(e) Sepreelatloa should usually be allocated to the contract and 
other uork as an Indlreet cost. Bae asnunt of depredation allowed In a^ 
aeeenatlng period mj, eeaslstaBt irlth tha basle objaetlTas sat forth la (a) 
above, Tary vlth Toluaa of prodistlon or use of anltl-shlft operations. 

(d) Zb tha ease of a j aar s au ej fbelUtlaa covered by ceortlfleatea 
. of naeasslty, a contractor asy elect to use nomal dspraclatloa vlthont 
req^ftsstlag a deteralBatloa of "true depreciation" or my elect to use either 
aeraia;. oe "trna dsgraclatleB" after a dateralnatlon of "tma depreciation* has 
beaa aada^ an anrgeaoy Slaallltles Sspredatloa Board. TbB nsthod elected 
nst be followed eonslsteatly thronehont tha life of tha ea ar geuey facility. 
Hhara an election Is made tp nse noraal degreelatloa, the aaonat thereof for 
both -Oie eaergensy period and tha post-emergency period shall be coa^irted In 
aecordaaee with (b) above. Mhara an election Is aada to use "true d^predatlra," 
the aaofunt allowable as depredation: 
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(i) with respect to the emergency period (5 years), . shall be 
computed in accordance with the determination of the 
Emergency Facilities Depreciation Board and allocated 
rateably over the full five year emergency period; 
provided no other allowance is made which would duplicate 
the f actor S| such ^s extraordinary obsolescenceij^i 



(ii) after the end of the emergency period, shall be computed 
by distributing the rMiaining. undepreciated portion of 
the cost of the emergency facility over ■ the balance^of 
its useful life (but see (e) below) j provided the remaining 
undepreciaited portion of such cost shall not include aqy 
amount of^ unrecovered "true depreciation 

(e) Depreciation on idle or excess facilities shall not be allowed/^ 
except on such facilities as are reasonably necessary for standby purposea. 

(f ) No depreciation, rental, or use charge shall be allowed on the 
contractor Vs assets which have been fully depreciated when a substantial portion 
of such depredation was on a basis that represented, in effect, a recovery 
thereof as a charge . against Government, contracts or subcontracts. Otherwise, a 
reasonable use charge may be agreed uppn. and allowed. (But see .ASER 15-107.) 

In determining this charge, consideratloii should be given to cost, total 
estimated useful life at time of negotiation, and effect of any Increased 
maintenance charges or decreased efficient due to age. 

1?-S9?tl9 Employee Morale > Health, and Velfara Goflta ^nd Cr^dit«. 

Reasonable costs of health. and welfare actlv^^ 

health or first-aid clinics, recreational activities, and employee counseling 
services, incurred, in accordance with the contractor's established practice 
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or ewtcm la tha iadastrj or areft^ for the Iflgnrovement of voorklsg coodltloiis^ 
enipIogrer-eBvlogrM relatlouy envlogree aoirale> and esiplpyett per forjaa nee^ are 
allomUe* Ineona geaarated ftraa aagr of fheae aetlTltlea shall he credited 
to the eoata thereof uileas saoh Iseone has heen lzTevoeahl7 set orer to 
eagtLogree velfare orgaalzatlona. 

15-205*11 Entertalnnent Costa * Coata of amaeBenty dlTerslon, social 
aetlTltlea aad laddsBtal eoata relatlag thereto^ such aa meala, lodging, 
rentals^ traasportatloa» aad gratoltleajp are xmallooahle (hat see ASB 
15-205*10 aad 15-205.42)* 

15-205 >12 Bceeaa Baeinty Costa. Costa of nalatalalagi .arepai^ag^ aad 
hoaalag Idle aad exeeaa coatraetor-ovaed faelUtlesj, except those reasoaahly 
aeeeasaz7 for staadhj pazposea^ are anallovahle* Any eoata of exeeaa plant 
ec^aeltj reserved for defease nohUlzatloa prodaetloa idilch are to he paid 
for hj the Goveraaenb shonld he the siibjeet of a separate contract. 

15-205.13 Plaea aad Peaaltlea * Costs^reaoltlag from -vlolatloas of, or 
fiBllare of the cratraetor to eeqpay vlth, Vedaral^ State> aad local laaa aai 
regolatleaa are aaaUiannAIe except ihea laearred as a result of coa^llaace 
vlth speclfle proTlsloaa cf the eeatraet, or laatmetloaa la irltlag firaa 
the eioatraetlag offlcear* 

15-205.14 good Service aad Poraltanr Costs and Gredlta * Ptood aad 
daraitorx MTTleea Inftlada ogperatlag or famlflhli« facilities f or caf^terlas^ 
d^ag rooow, eanteeaa, landh mgoas, Teadlag aachlaea, Uvlag aeeoaodatloaa 
or s tart Tar t^rp^a of serrlees for the eoatraetor's esplojgreeiB at or near the 
eoataractors'a faellltlesw fieasoaahle leases t3*Qm the operatloa of sneh 
serrlees are allovaUe If the7 are alldcated to all aetlvltles served. Profits 
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(except profits Izxevoeahly set over to an enqployee mlfiBre organization of 
the contractor In aaonnts reasosafaljr useful for HbB benefit of tba eaqployees 
at ttaa site or sites of contract perfonaance) accruing to the contractor irom 
the operation of these services^ Tshether operated hy the contractor or hjr a 
concessionaire^ shall he treated as a. credlt> and allocated to all activities 



15-205.15 Fringe BenefltiB*(^e ASER 15-205*6(g)) 

15-205 #l6 Insurance and Indeaniflcatlon^ 

(a) I^urarance Includes (l) Insurance ihlch the contractor Is 
required to carry^ or ^1ch Is approved^ under the terns of the contract^ and 
(11) aagr ether Insunmce ididch the contractor witTrtalns In connection vltlr the 
graeral conduct ot his haslness* 

(1) Costs of Insurance required or approved^ and aalntalned^ 
pursuant to the contract^ are aUovaULe* 

(2) Costs of other Insurance aalntained >y the contractor in 
connection vlth the general conduct of his business are allonAle subject to 
the f dUoving lioltatlons: 

(i) typea and extent of coverage shall be in accordance 
iltb sound business poraetlce and the rates and 
prenduBS shall be reasonable under the cireunstances; 
(11) costs allowed for buslxiess Intexrtqptlon or oth^ 

fliiBftlar insurance shall be Halted to exclude coverage 
of profit; 

(ill} costs of Insurance or of angr provision for a researve 

covering the risk of loss^^£r>:^ dao^ to Qovemnent ^ 

proper^ ao^e alTovable only to the extent that the 
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coBtraetoxr la Uabls for eask loss or daaags azxl 
saeh Insnraaeo or ressonrs does not cover loss or 
daoBge vbich results from vlUftil adscondoct or 
lack of sood faith oa the part of ai^ of the 
contractor's directors oar offlcers> or other 

eq^raleat represexrtatlves^ idu> has sqpervisloil 
or direction of (A) all or substaatiaUy all of 
the contractor's buslaess, or (B) aU or siab- 
stantiallor all of the contractor's operatioBS 
at aaor one plant or separate location in idUch 
^ the contract is helng pexf ormed^ or (c) a separate 

and complete major iBdastrial operatioa in coi^ 
section "With the perforaance of the c6ntraot| 
(It) provisions for a reserve under an ap pr ov ed self-^ 
insnraaee prograa are aUoroUe to the extent that 
the -^ppes of coverage^ extent of coverage, and the 
rates and preMuBS voiOd hanre iMen alloved haf 
iararanee heen pordiased to cover the rifOcs; and 
(y) costs of insurance on the lives of officers, >^ 
ik P»tn«»# « poroprletors are allowahle^t^^ — 

«3ctent that the iBsnranee rapresexKts additional 

eoBvensation (see AEBfB 15-20?.6). 
(3) Aetoal losses lAlch could have heen covered h^ pendssihle 
insurance (through an approved seif-insurance program or othenlse) are ual- 
lovable unless e^Qresslgr provided for in the contract, exceipt: 
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(l) costs laetored 'because of losses not covered tmder 
nontnal dedactllale Insnraziee eorerage provided la 
keeplos vlth sonad business practice, are aUovatOe; 



(il) Btsor losses not covered Iqr lasnraaee, such as spoilage^ 
bresksge, and dlssivpearaaee of saall hand tools, -Aleh 
occur la tbe ordlnazy ednrse of dolag 'buslsess, are 
allovaUje. 

(b) Tndftmnct flcatlon laelodes sectarlag the eoatraotar agalast Ualilll- 
ties to third persons and^^ther losses^ not conseBsated bj lasiiraaee or otheandse. 
She GoverimeBt is obU^rted to ladeandfy the eontraetor oiOj- to tbe extent ex^ 
jiressly provided for la the contract, except as provided la (a)(3) above. 

15-205*17 Interest and Other Jlaanelal 6osts« ZMerest^(h0»sv«r rejre-y^ 
seated), bond dlsconnts, costs of flsaaelng and reflsaadx^ operations, legal 
and professional fees paid la conneetloa vlth the p rep a rattoa of prospectuses, 
costs of preparatloa and Issuance of stoek rl^^ts, and eojsts related thereto, 
are tmallovable except for Interest assessed bj State or local taxLag anthoor- 
Ittes uBdar the conditions set forth In ASFR 15-205*4l. (But see ASES 15-205.2^^.) 

15-205 »18 Labor Relations Costs* Costs InsisTed in aaiatainlng satlsfaotar7 
relations batmen the contractor and its esplogrees, Indaaing costs of shop 
stewards^ labor oatiageBeab eosadttees, eaglOTee ptdbOications, and other 
related aetlvlttes, are aUofitahle. 

15-205 »19 Losses on other Contracts* ka. excess of costs over Ineoos under 
aagr other contract (inoludLng the eontraetor * a ceatrlbinted portion under cost- 
sharing contracts), idiether such other contract is of a siqpply, research and 
devedopBMnt, or other nature, is xmalloiable* 
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15-205.20 Maintenance and Bepalr Costa ♦ 

(«) Cteats neceaaaxy fo(r the iqikeep of propel 
property naleaa othenlae prorvlded for), i*icli neither add to the pemnest 
TBlne of the property nor appredaUy prolong Ita Irtended Ufa, Inrt ^ep It 
in aa effldLent^operatlng condition, are to he treated aa follova (hot see 

Asra 15-205.9): 

(i) noxnal aalBtenance and repair eoata are aUovahlei 
(11) extraordlaary oalntenaace and repair costs are allomble, 
provided such are allocated to the perloda to vhleh i^li- 
eahle for purposes of detendolx^ contract costs. (But 
see ASfB I5-IG7.) 
(h) fiqpendltorea for plant and eqioipBeat, Indaaing r«habllitatioii 
thereof, ihieh, aceordlns to generally aeospted aecoartlng prlnelplea aa appUed 
nader the coBtractor's estahlishek poUcy, should he ci^ltaUaed and stibjeeted 
to depreelatlpa are allonahle only on a dapreelatloB hasis. 

l?-a0^.2L Ihanfaatarlng and Prod uction Engineering Costs . Costs of aauoi- 
facturlng and prodnetloa ensLneering, including engineering actlTlttea la con^ 
neetioa vith the f oUoving, iure ailovahle$ 

„ ' M current BauadRMturlng processes such as nstioa and tin 

OBthoda aaalysis, Jph aaalysia, aal tool dealga aai 
Im^tivesiBnti and 

(11) current prbdactioa prohlena, such aa mterlala analysis for 

prodactloix sitahmty and cojqponsnt deslgB for purposes of 
slaqpilfytzig. production. 
15-205.22 Ifaterial Costs . 

(a) Material costs IntiLude the costs ot such itenr aa rmr miterlala, 
parte, s»ib^seaaaies, coasponents, and maauf actyring srq^es, lAether jnirchased " 
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outaLda or naimftetared lagr tbe eoxxtraetoor^ aod way Ixseltida sudi collateral Items 
as Inbouni traasportatlo& aad Isxtraaslt iBSoraace* la eonpvtlxig mterlal costs 
coQSldarmtloxi vlIX l)e glTSXi to reasosabia overrun s^ spoilage^ or def ectlva vork 
(eonearxiLag ccrreetloxi of daf eetlTS vuk, see tiie provisions of the costraet 
relating to inspection and corre c t i on of defective TOrlc)# TSiese costs aare 
allowaULe subject^ hovever^ to tbe provisions of (b) throogh (e) 'bclaw. 

(b) Costs of aaterial shall he suitaUy adjtmted for asplicalOe 
pcortions of Incoae and other credits^ including available trade discounts^ 
refoads^ rehates^ aUowanees^ and cash discounts^ and credits for scrap aaod 
salvage ajii naterial retorned to Tendors* Such ineone and other credits shall 
eitiber he credited directly to the cost of the aaterial involved or he allocated 
(as credits) to indirect costs* loveyer^ iriiere the contractor can deaonstrate | 
that fsilnre to take cash discovnts ms doe to reasonable circnmstances^ suck 
lost discounts need not he so credited. 

(c) Reasonahle addturtaaests arising from differencea hetween periodic 
physical inventories and hock inventories xDsgr he included in arriving at costs^ 
provided such adjustaents relate to the period of p e r fora suace of the contract* 

(d) When the mterials are purchased specifically f or aapidentifiahle 
solelar vith'perfonnance under a contract^ the actual purchase cost thereof should 
he charged to the contracts If aaterial is issued firoa stooresj any generally 
reeogaiaed aethod of pricing suck aaterial is acceptable if that aathod is con- 
sisteatl;r sspliad and the results are equitaULe* lOien estiaates of aaterial 
costs to he incurred in the future are req^xlred, either ctorrent aarket price or 
anticipated acqtdsition cost aay he nsed^ hut the basis of pricing anst he 
disclosed* 
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(a) Charges tor aa.Uae±ala, sendees, and srqpfplles sold oir transferred 
feetmea plants, dlTlsloxis oar organLatloiis, xmder a comaon eoirtrol, ordliiarll7 

shall he allomhle to the extent of the lover of cost to the transferor or etorent 

• ■ /■ 

aarket price* BovvTer, a departnre £raa this lasls is persdssthle where (l) the 
Item Is regularly aaanfaetttred and sold hgr the contractor through cosmerelal 
fthftnwTs and (ii) It Is the contractor's long^stahUahed practice to price 
inter-Qargantzatioa transfers at other than cost fear coanBoreial msk; provided 
that the charge to the contract Is not in excess of the transferor's sales 
price to. its most fanrored enstoo»r for the sane itea in like q]aantitj, or the 
current aarket price, ^riiichever is lorar* 

15»205»23 Organizati on Oosts « fi^eaditures, such as ineerporatloa f ees, . 
attoonajs* fees, acoonxrtanta' fees, hrdkars' fees, fees to preaoters aai 
orgaalaers, la coaneetlen ilth (l) orgaalaatioa or reorgaidzatloa of a bsslxkBss. 
oar (11) raising capital, are unaUovaULe* 

15-205.24 Other ftwiness Bcoenses* lauded la this Item are suck Tseuixlng 
wqpenses as registry and transfer charges resulting ftroa changes la ownership 
of securities Issued I37 the eoatraotcar, cost of Shareholdaars* Metiags, r< rr-»^ 
proaqr soUdtatloas, prcparatioa and pvUicatloa of rsporta to shareholders, 
prcparatloa and stdaBtssioa of req:^ilred r^poorts aai f oras to taxing aal other 
regolatorj hodtes; and iaeidental costs of directors aai eo^ttee aaetings, 

atove and sioilar costs are allosakle vbea allocated on aa eq:Bltable hasls. I 
l?-20f«2? OvertlinB. B rtra-Par Shift and Itolti-Shift Prealuas ^ Frestuas 
for overtiae, extra-pagr shifts, aad anlU-shift mA are alloviAle to the 
extent approved pursuant to ASR 12-102.4, or pendtted pursuant to ASFB 
12-102.5. 
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15-205.26 Patent G08t8» Costs of preparing disclosures, reparts, and 
otber doeoBiats reqiilred "by the contrast and of searehiog the art to the ezte^ 
neeessaxx to aaika such Iznentloa. dlsdosnres, are allomble. In accordance vlth. 
the daoses of the contztiet relating to patents, costs of preparing doooents 
and Bay otbur patent costs. In connection vLth the filing of a pateqb sppUeatlon 
lAere title la convejed to the dovemasnt, are aUomble. (See ASPR 15-205.36). 

15-205.27 Pension Plaps » See ASPR I5-205.6. 

15-205.28 Kant Protection Cests^ Costs of Iteas sneb as (l) mges, 
tmtfoms, and equlpnent of personnel engaged In plant protection, (ll) 
depredation on plant protection capital assets, and (ill) neeessarx expenses' 
to eoBvly «Lth allltarjr seeorltj ireqialreDSBts, are aUonable* 

15-205.29 Plant Reconyerslon Costs* nant reeosversloa costs are thosa 
Inevrred. la the restoration or rehahUltatloa of the contractor's fttellltles 
to VPtcaetmUkr the saae eondltloa exlstl% laaedlatelT' prior to the eeoMne'^^ 
arat of the aLUtary coatraet work, fair -Rear and tear ezeepted. BeconTcrsloa 
costs are mallowahle except for the cost of reaovlng G overiaa at proper (.y aad 
the restoratloB or rehaUlltatloa costs eaased %x such reaoval. Bomrer, la 
special dretastaaees vtasre eqinltj so dictates, additional costs bb^ allowed 
to the ^teat agreed t^oa hef ore the costs are InetEcred. Uhensnrer sneh costs are 
glTsa ccaalderatloa, care should "be exercised to avoid, dxgllcatlea throogji aHowk 
aaee as coatlngeneles, «a additional profit or fee, or In other contracts. 

15-205.30 Precontract Costs. PMcoatraot costs era those Inearred prior to 

the effeotlTe date of the coatraet directly pnrsaaat to the aegotlatloa aad la 

aatldpatloa of the anard of the coatraet "Rbere snch laearrenee Is necessary 

to coBQly Kith the proposed coatraet dellTsrj schedole* Such costs are allovw 

alUe to the extent that they mold have heea allomibie If Inearred after the 

date of the contract. (Sat see ASPS 15-IO7.) 
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15'^205^31 Rrof easlonal Servlee Coats ■ Legale Aecountlngj Englaeerlag^ 
and Otligr# 

(a) Coata of profeaslosal aerrlcea reodered Toy the seobera ot a 
lartLaalar prof eaalon ilio are not eivlqyeea of the eonfcractor are allovahle^ 
aisbjeot to (t)) aod (c) telov^ idxea reaaoxiaULe In relation to the aervleea 
rendered and ^n oot cosfelageat ^n recovery of the coats firam the Govensosnt 
(Imt aee ASRB 

(h) Actcra to considered In detenlfilsg tha allowaUlitr of coats 
In a partlenlar case Include: 

(1) the past pattoEm of such costs, partlcidarljr In the years 
prior to tlie amrd of Govemasnb contracts; 
(11) tha lagpaat of CknreraBent contracts on the contractor's 

business (l«e», nhat nsv proUens hsve arisen); 
(lU) the satnre and scope of nanagerlal services espected of 

the contractor's own organizations; and 
(It) isfaether the proportion of GovemDant mrk to the con^ 
tractor^ total teslaess Is such as to Influenee the 
coxttractor In favor of Inenrrlsg the cost, particularly 
'vhere the services rendered are not of a contlmolng 
nature and hsire Uttle relationship to work tmder 
OoversBient contracts* 
Betalaar f eea to he allontble mat he reasosaUy scgpported hj evidence of hona 
fide servlces^mllipUA or renaered* 

(c) Costs of legale aecountlag, anl consultlag aervleea, and related 
costs. Incurred In cozmeetlon with organization and x*ecrganlzatlon, defense of 
antl«trust suits, and the prosecution of clalns against the C toverum ant, are 
unallowahle# Costs of legal, accounting, and consulting aervleea, and related; 
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costa^ ixunn9&.'iiL Gowoectlon iriLtb, patent InfMngenesb litigation^ are tmaU^^^ 
aU^ nalaaa otherwise proTldad for In the costaraet^ 

15''2Q5#32 Proflta aai Losses on BLspoeltlon of Plants BquLgnent^ or Other 
Caasltal Assets # Profits or losses of aagr nature arising Arom the sale or 
eaehaage pf plants e^tzlpnient, or other capital assets^ Inelndlng sale or 
exchange of either shoorb or long term ISTestneats, shaUL^he excluded In 
eoBSfUtlng contract costs (irat see ASFH 15-205 #9(h) as to hasls for depreciation} # 

15"205»33 Recruiting Cdsts» Ctosts of ^lielp wanted^ advertising^ operating 
costs: of aa ea^lqyiDest oCflea necessary to secure and xoalstaln an adequate 
labor f orcc^ costs of operating an aptitude and educational testing prograa^. 
tMsrel costs of aqployeea lAlle engaged In recruiting personnel^ and travel 
costs of appUeants for Intervlevs for prospective eqployasnt are allova3dLe« 
miera the contractor uses en^loyaaat agencies^ costs not In excess of standard 
cQBonrclal rates for such services are also allomhle* Costs of special ^tei 
fits or exDoluaents offered to prospectlye eiqglosreea heyond the standard prac- 
tices In the Industrjr are unallovahle* 

15-205 ♦ 3^ Rental Costs (including Sale and LeaselMudc of Ptollltles) ^ 
(a) Rental costs of land^ huUdlng^ and eq:alpment and other 
personal prcpertgr are allomhle If the ratea are xeaaonahle In light of such 
factors aa rental coata of comperaULe faclUtlea and ioaxket condltlona In 
the areat the tgfpe^ life e^ectancj^ condition^ and value of the faclUtlea 
l eaaedj pptlona avallaULe^ and other prcvlalona of the cental agreeaant^ 
Application of these f^tcrs^ In situations /uhere rentals are extensively 
used^ msgr involve among other considerations^ coiqpariaon of rental coata iriLth 
the aaiouBt idiich the coatraetor uould have received had it ovned the facilities. 
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(b) Charges in the nattira of rent between plants, divisions, or 
organizations under connlon control are allowable to the extent such charges do 
not exceed the normal costs of ownership, such as depreciation, taxes, insurance, 
and maintenance; provided that no part of such costs shall duplicate any other 
allowed costs. 

(c) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred by contractors through 
selling plant facilities to investment organizations, such as insurance companies, 
or to private investors, and concurrently leasing back the same facilities, are 
allowable only to the extent that such rentals do not exceed the amount which the 
contractor would have received had It retained legal title to the faelllties. 

(d) The allowability of rental costs under une^lred leases in eon- 
nection with tennlnationa is treated'Hln ASPR 15-g05i42(eX< L 

Reaeareh ftnd Davalormant Coflta. CjZ. - 

(a) BasiCcTeaeareh, for the purpose of .this Part: 2, .is that type -of 
research which is directed toward increase of knowledge in science. In such 
research, the primary aim of the investigator is a fuller knowledge or under- 
standing of the subject.under study,, rather than, any practical^ application thereof • 
Applied research, for the purpose of this P&rt 2, consists of that type of effort 
which (l) normally follows basic Research, but may not be severable from the 
related Uslo research, (ll) xi a iS eg oaC^ a j j e g t o to determine and expand the 
potentialities of new scientific discoveries or Improvements in technology, 
materials, processes, methods, devices, and techniques, and (ill) r^pftrtoo'^'^ 
e##ejf*e to "advance the state of the art." Applied research does not include 
any such efforts when their principal aim is the design, development, or test of 
specific articles or services to be offered for sale, which are within the 
definition of the term. development as hereinafter provided. 
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(b) l)sTelopae]zt Is the systeaatle ttse of scleatifta koovledge ^--^ 
liiiidbi Is directed toward the production of, or lugparoveinents in, ttsefol produ. .a 
to neet specific pexf ormauee recpdreiBBnts, hut ezeltislve of nBaafaeturlBg and 
prodoctiea eaglneerlag. 

(e) A eoatractor's Indepeadeat research and develppmsnt Is that 
research aad defvelopn»ixt vkLoh is oot sponsored Ij a contract, grants or 
other arrangeust* 

(d) A contractor's costs of Independent research as defined In 

(a) and (c) ahove shall Ise allorahle as indirect costs (subject to paragraph 
(h) helov), provided they are allocated to all mrk of the contractor). 

(e) Costs of contractor's independent dsvelopnent, as defined in 

(b) and (c> above (stdbject to (h) belor), are allowable to the extent tlutt 
such development is related to the product lines for iMch the Oovemment 

has contracts, provided the costs are reasonable in aaouztt ai^ are allocate^^^ 
as indirect costs to all vozlc of the contractor on such iiniihiut product lines. 
In cases idien a contractor's noriDBl course cdf business does not Involve pro- 
duction mrh, the cost of indispendent developnutt is allomible to the extent 
that such development is related and allocated as an Indirect cost to the field 
of effort of Oovemment research and develppaent contracts* 

(f ) Independent research and development costs shall in^l^y^fr an 
aaBant for the absorption of their appr o pri ate share of indirect and admLnis- 
trative costs, imless the contractor^ in accordance vlth its accounting 
practices consistently applied, treats such costs otherwise. 

(g) Beseareh and devti.opmsnt costs (including amounts capitaliaed), 

regardless of their nature, lAlch were inetirred in accounting periods prior to 

the asard of a particular contract, are unallosaUe except lAere allowable af 

precontract costs (see ASPR I5-205.30). 
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(h) OStie reasoaableasss of eapeadlturea for InOepeadeat research 

aa& dervLopMBt sbonld deteraAaed la light of all perUaeirt eonalderatlon 

aofth aa prorrlova eoatraetor raaeareh aad deralqsiasat aetl^l-^, cost of past 

TprogeiaB aad ehaagea la sdeaee aad tetfhaologjr* Sash er^ezkdlturea should Iw 

pmraiiaat to a hroad plamiftrl prograav ^eh la reasoaahls la aeoGpe aad veil 

OBBagad* aieh eiq^adltoraa (espeelally for dsralagsBest) should he semtlBlzed 

vlth great care la eoaaaetloa vlth eoBtraeteora vhese voork la pradonlaastly or 

aabataatlallor vlth the GovemmBat* Advaaee agraeaauxta as daaerlhed la 

ASPS 15-107 are partleularlj' laqportaat la thla altwtloa* Za reeogaltloa 

-Oat eoat Asrlag of the eestraeter'a ladapandeat reaeareh aai develepant 

program aaj prortda aotlTatloa tar aocre effleleat aeeoogUahBSBfe of aaeh 

# ■ . . 

iro0ra% It la dealrahle la aoat eaaea that the ( tewuiMat, heas leaa ttaaa as 
ftUfflfrtili l a abara of the total eoat of tha prc g ra te VtiBmr tiwae olren»taaaaa^ 
the f^U^alag ara aaoag the anoroaehaa iriilch wt^ he aaed aa the haala for 
•greaaaatt (l) review of the eostgnietor'a yreposed iBdapeadaat reaearefa and 
^rnnOasmoA jriagnui aad agreenrat to aeeaopt the anooaWje eoata of Sfpeelfle 
jrajeetaj (u) agreeaeat oa • qaxlBBni doUar UMtatloa of eoat8» aa ■•n~>^viT 
vortloa of lAloh vui he aee^pted Taj the OovaranKti. (ill) aa agreenat to 
aeeavt-the a 11oc a W . e ahax* of a peree ata ge of the eoatniator'a plaaaed reaearsh 
aad derela^paBat pregraa* 

15-aog.36 BpyalUea aad Other Ooa^ f or Ifce of Piateata. 

(a) Bogpaltlea oa a pateat cr aasrtlsiatlba of the eoat Cit aeq;alrlag 
hj purehaae a pateat or rl^ta thereto, aeees8ar7 for the propv perf omaee 
of the eoatraot aad iQpllcahle to coatraet proclpBeta or processes^ are allovaUe 
aaleaax 
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(l) the Ck yv e rnm e it t bfts a license or the right to free use 
of the patent; 

(11) the patent has heea adJtuU.eated to he Invalid, or has 
"been adolnlstratlTely- detenntned to he Invalid; 
(ill) the patract la considered to he tmenfcreeahOLe; or 
(It) the patent Is eaqplred* 
(b) Spedal care should he exercised In dsteralnlng reasonahlesess 
idwre the xogriltles saqr hare heen arrived at as a result of less than «rm*s 
length hargalxdng; e«g*: 

(1) rooraltles paid to persons^ Inelndlx^ eeeporatlons, 
affiliated mth the eoatraetor; 
(ii) royalties paid to wmma-fti- fc^ p«-M««j 4r>m^^ir^ 
eoorporatlons^ vnder an agreemeztt entered Into In 
centeiqpla'ttLon that a Qover n ment costraet "sould he 
amrdedj or j 

(111) royalties paid nnder an agreensnt entered Into after 
the asard of the contract, 
(e) In aaor ease Inrolvlng a patent fonoerly owned hj the eentraetor^ 
the aaKunt p£ royalty allooed should not exceed the cost \dileh mid have heen 
allowed had. the contractor retained title thneto. 

(d> See ASBR 1?-107> regarding adraane tmderstaaaings. 
15-2e5>3T Selling Costs . 

(a) Selling costs arise In the marketing of the contractor's prodoets 
and Ihelade costs of sales proMtlon, negotiation^ liaison between Govemnsnt 
srepresentatlTes and contractor's personnel, and other related activities. 
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(1») ■**tr costs are allofntblo to tha extextt they asre reasooable 
aai ere to Govensawit busliiess ("but see ASER IJ-IGT" and. 15-205.I). 

AUoe^billty of selling costs ulU det«anBlned in ttae li^t of reasonable 
1)e&eflt to the Go ver mn ea t azlslng firom soeh activities as techsleal^ consulting^ 
deamistrmtloa^ and other seonrlees iddch are f or pttxroses such as application 
oor ad^ptatloB of the eontraotor's prodnets to Goyemnent use* 

(e) Bbtvithstaaaing (b) aJwve, salesnen*s or agents* eoopensatlon^ 
fees^ eoBolsslonSy percentages^ or hrdBerage f ees^ idileli are contingent npon 
the aamrd of coxstraets^ are aHomtble only ''AaeaL paid to hona fide eaplearees 
er bonA fide established eoanerelal or selling ageaeles aalstained hgr the 
eoateastor ^cdr the purpose of seetxring business. 

15-205.36 Service aaa Waraaty <80sts « SubIi costs inelode those arising 
f^OB folfllliBBirt of aagr contraetusl obligation of a contractor to provide ^ 
services^ sush as installatiOBy tralnli^^ correcting dtf eets in the prodoets^ 
replaeixs defective parts^ aaking refvaaia in the case of inadeg;aAte perfcznaace^ 
ttc# Wh ffn zKit IseosBlffteixb idth tha teqnns of tha contaract^ such saznrlea aod 
'sazxwtjr costs ax« allooable. Bcniever^icire should be exeardsed to sroid 
diqplicatlon of the aUonaaee as aa eleobnb of both estLxoated prodoet cost 
and r£.ik«-' 

15-205«39 Severance Psy> 

(a) Severaaee pcqr» also couBBonly referred to as disndssal vages^ 
is a pi^Bsat ia addition to regular salaries and -fmges^ by contractors to 
makers nhose enploymnt is being teminated. Costs of severaaee pay are 
allovaUje only to the extent that^ in each case^ it la req^xlred by (i) lav^ 
(il) eavloyer-aivloyee agreenent^ (ill} established policy that constittttes^ 
la effect^ aa Isiplled agreemBnt on the eontractor's party or (iv) circumstaaeei 
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of the particular enrployiaeirt# 

(t} Costs of sererance paymd|;its are divided into tvo categories 

as follows: 

(i) actual zioxmal tumorer severance payments shall he 
allocated to all vork performed. in the contractor's 
plant; or> where the contractor provides for accrual ' 
of pay for normal severances such method, vill he 
acceptable if tlie amount of the accrual is reasonable 
in light of paiyments actually made for normal 
severances over a representative past period^ and if 
ascfiomts &u:crued are allocated to all work perfoimed 
In the contractor's plant; and 
(ii) ahnoxmal or mass severance pay is of such a conjectural 
nature that measurement of cost hy inegnB of an accrual 
will not achieve eqtiity to both parties lima accruala 
for this purpose are nqt allowable. However^ the 
Government r^ogoizes its obligation to participate^ 
to the extent of its fair share^ in any specif ic 
pajymeht* Thus^ allovability ylU be considered on a 
case-by-case basis In. the event of occurrence. 
15-* 205. to Special Tooling Costs > The term "special tooling" means 
all Jigs, dlea, fixtures, molds, patterns, special taps, special gauges, 
special test, equipment, other special equipment and manufactttring aids, 
and replacements thereof, acquired or manufactured by the contractor for 
use in the performance of a contract, ^vdilch are of. such a specialized 
nature that, without substantial modification or alteration, their use 
is limited to the production of such supplies or parts thereof , or the 
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performance of sudi services, as are peculiar to the needs of the Government. 
The teim does not include: (i) items of tooling or eq,uipment acquired hy 
the contractor prior to the contract, or replacements thereof, whether 
_.br not altered or adapted for iise in the performance of the contract, 
(ii) consumable small tools, or (iii) gaieral or special machine tools, 
or similar capital items. The cost of special tooling, when acquired 
for and its usefulness is limited to one or more Govertanent contracts, 
is allowable and shall be allocated to the specific Government contract 

* 

or contracts for \^ch acq.uired. 
15-205 »^1 Taxes . 

(a") Taros are charges levied by Federal, State, or local govern- 
ments. They do not Include fines and penalties except as otherwise provided 
herein. In genearel, taxes (including State and local tncome taxes) which the 
contract«| is required to pay and which are paid or accrued In accordance 
with gene^Oly accepted accounting principles are aUowable, excejrt for: 
jl (i) Federal income and excess profits taxes; 

(11) taxes in connection with financing, refinancing or 
refunding operations (see £SPR 15-205.17); 
(Hi) taxes from which exemptions are available to the 
contractor directly or available to the contractor 
based on an exemption afforded the Government except 
TJhen the contracting officer determines that the 
administrative btirdai incident to obtaining the 
exemption outweighs the corresponding benefits 
accruing to the Govenament; and 
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(iv) special assessments on land which represent capital 
improvements. 

(b) Taxes otherwise allowable under (a) above, but upon which a 
claia.of illegality or erroneous assessment exists, are allowable; provided 
that the contractor prior to payment of such taxes* 

(i) promptly requests In-istructions from the contracting 
officer concerning such taxes? and 
(il) takes all. action directed by the contracting officer arising 
out of (b)(i) above or an independent decision of the 
Government as to the existence of a claim of illegality 
or erroneous assessment, including cooperation with and for 
the benefit of the Government to (A) determine the legality 
of such assessment or, (B) secure a refund of such taxes. 
Reasonable costs of afly such action undertaken by the contractor at the direction 
or with the concurrence of the contracting officer are allowable. Interest and 
F|naltle8 incurred by a contractor by reason of the nonpayment of any tax ^t the 
direction of the contracting officer or by reason of the failure of the contracting 
officer t assure timely direction after prompt retjuest therefor, are also 
allowable \- 

(?) Any refund of taxes, interest, or penalties, and any payment to 
the contractor of interest thereon, attributable to taxes, interest, or penalties 
which were allowed as contract costs, shall be credited or paid to the Government 
in the manner directed by the Government, provided any interest actually paid or 
credited to a contractor incident to a refund of tax, interest or penalty shall 
be paid or credited to the Government only to the extent that such interest 
accrued over the period during which the contractor had been reimbursed by the 
Government for the taxes, interest; or penalties. 
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T^^^gQ6.A2 y^fmination Cost^ , Contract terminations^ generally give 
rise to the incurrence of costs, or the need for special treatment of costs, 
which woTxld not have arisen had the contract not been terminated • Cost 
principles covering these items are set forth below. They are to be used in 
conjunction with the remainder of this Part in termination situations. 

(a) Common Items . The cost of items reasonably usable on the 
contractor's other work shall not be allowable unless the contractor submits 
evidence that it could not retain such items at cost without sustaining a loss. 
In deciding whether such items are reasonably usable on other work of the con-» 
tractor, the contracting officer should consider the contractor's plans and 
orders for current and scheduled production* Contemporaneous purchases of 
coomon items by the contractor shall be regarded as evidence that such items 
are reasonably usable on the contractor's other work. Any acceptance of common 
items as allocable to the terminated portion of the contract should be limited 
to the extent that the quantities of such items on hand, in transit, and on 
order are in excess of the reasonable quantitative requirements of other work. 

(b) Coata Continuing After Termination. If, in a particular case, 
despite all reasonable efforts by the contractor, certain costs cannot be dis-* 
continued immediately after the effective date of termination, such costs are 
generally allowable within the limitations set forth in this Part, except that 
any such costa continuing after termination due to the negligent or wilful 
failure of the contractor to discontinue such costs shall be considered 
unallowable. 

(c) Initial Coata . including starting load and preparatory costs, 
are allowable, subject to the following: 
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(1) Starting load costs are costs of a non-recurring nature 
arising in the early stages of production and not fully absorbed because of 
the- termination. Such costs may include the cost of labor and material, 
and related ovisrhead atjbributable to such factors as 

(i) excessiTe spoilage resulting from inexperienced labor, 
(il) idle time andi^ subnormal production occasioned ^^b^^^^^ 

testing and changing methods of processing, 
(ill) employee training, and 

(iv) unfamiliar Ity or lack of experience with the product, 
materials, manufacturing processes and techniques. 

(2) Preparatory costs are costs: incurred in preparing to 
perform the terminated contract > Including costs of initial plant 
rearrangement and alterations^ management ande personnel organization^ pro*- 
duction planning and similar activities, but excluding special machinery 
and equipment and starting load costs. 

(3) If initial costs are claimed and have not been segregated 
on the contractor's books, segregation for settlement purposes shall be 
made from cost reports and schedules which:, reflect the 14gb unit cgstt , > 
incu red during, the early stages of the contract. 

y (4) When the settlement proposal is on the inventory basis, 
initial costs should normally be allocated on the basis of total end 
items called for by the contract immediately prior to termination j 
however, if the contract Includes end items of a diverse nature, some 
other equitable basis may be used, such as machine or labor hofars. 
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• (5) Tflien initial coats are incltided in the settlement proposal 
as a direct charge, saeh costs shall not also be included in overhead. 

(6) Initial costs attributable to only one contract shall not 
be allocated to other contracts. 

id) 1.988 9^ ^gefm V^^e of snaMal tnnUn^. .j^^j^l ms^nMn.^ 

aqplment Is generally allowable, provided - 

(i) such special tooling, machinery or equipment 
is not reasonably capable of use in the other 
work of the contractor; 
. (il) the interest of the Government is protected hy 

transfer of title or ^ other means deetted appro- 
priate by the contracting officer? and " 
(iii) the loss of useful value as to any one terminated 
contract is limited to that portion of the ac<jaisi- 
tlon cost which bears the same ratio to the total 
* acquisition cost as the terminated portion of the 

contract bears to the entire terminated contra«l^ 
and other Gotlhnmeirt contracts for which the special 

aP««i«l "achinei^ and equijanent was acquired. 
Itental COfltfl under unemii^d iPAaaa are generally allowable 
where clearly shown to have been reasonably necessary for the performance 
of the terminated contract, less the residual value of such leases, if - 

(1) the amount of such rental claimed does not exceed 
the reasonable use valuai»^ the property leased for 
the period of the contntttt} and such further period as 
My be reasonable; and 
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(ii) the contractor makes all reasonable efforts to 
terminate, assign, settle, or otherwise reduce 
the cost of such lease. 
There also may be included the cost of alterations of such leased property, 
provided such alterations were necessary for the performance of the contract, 
and cif reasonable restoration required by the provisions of the lease • 

(f ) <^attlement expenses including the following are generally 

allowable s • 

(1) acdounting, legal, clerical, and similar; costs ireasonably 
necessary for - 

;:(i)_ :the preparation and presentation to contracting 
officers of settlement claims and supporting 
.data with respect to the terminated portion of i; .> 
the contract, and 
(ii) the te^nnination and settlement of subcontracts; and 

(2) reasonable costs for the storage, transportation, pro- 
taction, and i^spositlon of property acquired or produced for the contract* 

vg) Subcontractor claims^ including the allocable portion of claims 
which are" common to the contract and to other work of the contractor are 
generally aiowable* 

15"SQ?tA? Trade, Business. Technical and Professional Activity Coats. 

(a) Member ahlna. This category incltades costs of memberships in 
trade, business, technical, ^^ted ^professional organizations. Such costs are 
allowable* 

(b) Subscrtptinn^^ This item includes cost of subscriptions to 
ade, business, professional, or technical periodicals* Such costs are 

allowable. 
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(9) Meetings, and ConfarencQa. TMa. Itam includes cost of meals, 
tra/nsportatiofli rental of facilijt|.ea f and costs incidental 
thereto, when the primary p^ppseiof the incurrence of such costs is the 
digiseminatioa of texjluiical iiif opnation^^ of; production* Such 

costs^e -allowablp. j ^ 

- j ^ /f^^Q^.Z^ Training and. EducationaL Cxista,, 

(a) Costs pf pi?eparatl^^ a program of instruc- 
tion at noncollege level,- designed to increase the vocational effectiveness 
qf honafrfide employees, including training materials, textbooks, salaries or 
wages of trainees (excluding overtime^ compensation which m^ghts^arise J;here*» 

txOHM^^yjm^ v^i^^v ' ''-'.^ 

(i). salaries Qf vth©,^ and staff when the 

^ V' . c P^^e^^ X^ conducted by the contri^etqr; or 

(ii) tuition and fees, when tl^^^ tiaining is in an. 

i3 i|iftitution.not ppe^ipt^ 
are allowable # 

(b) Costs of part->time education, at an under-graduate or 
post-gradvate college l^vei, related to the Job requirements of bona fide 
employees, including only: 

(i) training materials; 
(il) textbooks; 
till) fees charged^; by the educationairinstifution;^^^^ 
(iv) tuition charged by the educationial institution, or 
in lieu of tuition,. Instructors^ salaries and the 
related share of indirect cost of the educational 
institution to the extent thai the stm thereof is 
not in excess of the tuition which would have 
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been paid to the participating educational institu- 
tion; and 

(y) straight-time compensation of each employee for time 
spent attending classes during working hours not in 
excess of 156 hours per year where circumstances do 
not permit the operation of classes or attendance at 
classes after regular working hours; 

are allowable • 

(c) Costs of tuition, fees^ training materials and textbooks 
(but not subsistence, salary, or any other emoluments) in connection with 
fulltime scientific and engineering, education at a post-graduate (but not 
under-graduate) college le^el related to the job requirements of bona fide 
"employees for a total period not to exceed one school year for each employee 
sa trained, are allowable • In unusual cases where required by military 
technology, the period may be extended. 

(d) Maintenance expense, and normal depreciation or fair rental, 
on facilities owned or leased by the contractor for training purposes are 
allowable to the extent set forth in ASER 15-205.20, 15-205.9, and 15-205.3ii, 
respectiyrly. 

:(e) Grants to educational or training institutions, including; 
the donation of facilities or other properties, scholarships or fellowships, 
are considered contributions and are unallowable. 

l g"2P?fA? TrangportAttoB Coatfl. Transportation costs include freight, 
express, cartage, and postage charge a relating either to goods purchased, in 
process, or delivered. These costs are allowable. When such coste can readily 
be identified with the items involved, they may be directly oosted as 
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transportation costs or added to the cost of auch items (see (22) above )• 
Where identification with the materials received cannot readily be made, 
inbound transportation costs. may be- changed to the appropriate indirect 
cost accounts if the contractor follows a consistent, equitable procedure 
in this respect • Outbound freight, if reimbursable under the terms of the 
contract, shall be treated as a direct cost* 
|i?^2Q^.A6 Travel Costa, 

(a) Travel costs include costs of transportation, lodging, sub- 
sistence, €Uid incidental expenses^ incurred by contractor personnel in a 
travel status while on official company business* 

(b) travel costs may be based upon actual costs incurred, or 

on a per diem or mileage basis in lieu of actual costs^ or on a combination 
^bf the two, provided t|ie method used does not result in an unreasonable charge* 

(c) Travel costs incurred in the normal course of over-cdl 
administration of the business are allowable and shall be treated as in-* 
direct costs* 

(d) Travel costs directly attributable to specific contract 
performance are allowable and may be charged to the contract in accordance 
with the irinciple of direct costing (See ASPR 15-202) . 

(e) Necessary, reasonable costs of family movements and personnel 
movements of a special or mass nature are allowable, subject to allocation 
on the basis of work or time period benefited when appropriate* (But see 
ASPR 15-107)* 
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p^t 6 - Guidelines for Application in the Negotiation 

and Administration of Fixed-Price Type Contracts 
and in the Negotiation of Termination Settlements 

Y}^OQ- ^7^T r Part ^ This Part provides guidance for the use of 

Pirts 2i 3 an^ ^ Section X7 (i) in the evaluation of costs in pricing 

of negotiated fixed-price type contracts and subcontracts in those instances 

where such evaluation is required to establish prices for such contracts and 

(ii) in the negotiation of termination settlement s# 

.}i;-601 fi^^^nltion of Ptxed-PrlcQ Tvne Contractg. "Fixed-price type" 

contracts include, for purpose of this Part, the following: 

(i) firm fixed-price contracts (AS PR 3-4.03.1) 

(ii) fixed-price contracts with escalation (ASPR 3-A03*2) 

(iii) fixed-price contracts providing for the redetermination 

of price (ASPR 3-^03.3) 

(iv) fixed-price incentiva contracts (ASPR 3-4»03.4.) 

(v) nonrcost-rei^ur pallli j^rtion of time and materials 

contracts (ASPR 3-405.1) 

(vi) labor-hour contractdi (ASPR 3-AP552) 

1^ )2 Baale Conslderattong. (a) Under, fixed-price type contracts, : 



b)^ 



the negotiated price is. the basis for payment to a contractor whereas allowable 
costs are the basis for reimbursement under cost-reimbursement tjjm contracts* 
Accordingly, the policies and procedures of ASPR Section lII^ Firt 8, are 
governing and shall be followed in the negotiation. of fixed-price type contracts. 
Coat and accounting data may provide guides for, ascertaining fair compensation 
but are not rigid i&easures of it. Other types of data, criteria, or: standards 
may furnish equally reliable guides to fair comjensation. The ability to api^y 
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standards of business judgment as distinct from strict accounting principles 
is at the heart of a negotiated price settlement. 

(b) Among the different types of fixed-price type contracts, the 
need for^coasideratipn of costs yaries considerably^ aa indicated below: 

(i) Betroapeetlve PriMncr ^nd Sattlflmanta. In negotiating, 
firm fixed price a or settlements for work which has been 
completed at the tlae of negotiation (e.g., final nego- 
tiations under fixed^price incentive contracts j redeter- 
mination of price aftaa completion of the work, or 
negotiation of a settlement ligreement under a contract 
terminated for the conTenieaca' of the Govieirnment), the 
treatment of costs- is a major factor in arriving ait the 
amount* of thf,; price: or settlement. Howe-ror* even in 
thesei situations, the finally agreed price or settle- 
ment may represent something other than>the sum total 
of: ac6eptable;rcosta plus, profit, since the final price 
accepted by each party does not necessarily reflect 
agpfeement on the e-valuatlpn of each el^ent of cost, . 
bob rather a final resolution of all issues in the 
negotiation process. 
W Forward PpiMncr. .^he extent to. which cost 9 influence 
forward pricinf...»aries greatly. from case to case. In 
negotiations covering futTire.work, actual..cost8 cannot 
be known and the Importance of_cost estimateis depends 
on the circumstances. The contracting officer must 
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consider all the factors affecting the reasonableness 
of the total proposed price, such as the technical, 
production or financial risk assumed^, the complexity 
of . work, the extent of competitive pricing, and the 
contractor's record for efficien<qrj econoiigr and 
Ingenuiiy, as well as available cost estimates. He 
must be free to bargain for a total price which 
equitably distributes the riska^ between the contractor 
and the Governaiint and provides incentives for efficiency' 
and cost reduction. In negotiating such a price, it is^ 
not possible to Identif^r the treatment of specific coat- 
elements since the bargaining is on a total price basis. 
Thus, while cost data is often a valuable aid, it will not 
. control negotiation of prices for work to be performed, or a 
target price under an incentive contract. _ _ 
12=^ Coat Prlneiplea and Thmi^ ITaA- y(hBn,_jmm3antM mf^ l^2, 

costs are to be- considered in the negotiation of fixed-price type contracts, 
the appropriate Bart of this Section XT shall be used as a guide in the 
evaluatlot of cost data required to eataiblish a fair and reasonable price in 
conjunction; with other pertinent considerations as set forth more fully in 
ASPR Section III, Part 8, and - in the case of negotiated termination settlements 
Section Vni, Part 3. 

(b) In retrospective pricing, whenever an occasion arises in which 
acceptability of a Specific item qf cost becomes att^ issue, the appropriate. part 

this Section 17 will serve as « guide for the contracting officer in his 
conduct of negotiations. 
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^''^ - ^ applying this Section X7 to f lxed-«ri.. . 
. "^^i-pi'ice contracts, 

' • «P«>>*«4 to nas their- 1^^^ . 
^ t.. o. .,t.u in „Mo. t., oo«,.,r t. .^^^ ^J^f " 

in .t t.,,, .vax^tion of total oo,t. ^ ^ , 

.«.«.Ut.. HO... t. „.tUt.n „oo. .oj/XtalT" 

^ ^ (d) ^ o'^" to po^it th. prop., .^^tion Of coat dat. 
-^ttea oontraot^, ^ ^ ^ 

-oMal. ...«,^3 „ ^ a<«T. 1;""^ 

Partloul^j, tho„ whoa. tr..t«„t h. a.p..d.«t 

-«jr 09 aepenaent upon special ei»./««»+ 
j? .tat«. in th. prlaolpl.,. Contractor, vin h. . " "'"^ °^'-***"=«3 
f-^ "«ora will he expected to he reai!o».<~ 

to reaaonahl. re^rt, for data Of thl, kind. « "•Po»»i™ 



i 



-53- 



Draft 

27 April 1959 

COmilRACT COST fbhicifles 
Bart '^•CoQstrustlon Contracts 

IS-^iOX Definition of Construction Contract, Ihe texia "construction 
eontraot" as used In this Part means any eontzact for the eonstructira, 
aXtesatlon or repair of buildings, bridges, roads, *or other kinds of real 
properlqr* It does not ineXxide a contract for the manufacturing, pi>oducing, 
furnishing, construction, £d.teratlon, repair, processing or assembling of 
vessels, aircraft, or other kinds of personal property, regardless of the 
tezns of any such contract as to paynent or title. 

15-^ General Basis for Detenniaation of Costs * The total cost 
of a cost-reimbursement type contract for cohstructioh or for architect--- 
engineer services related to construction is the sun of the allowable 
costs incident to the perfpxnaace of the contract, less applicable income 
and other credits. Ibe tests used in deteznlning the allowability of costs 
also include (i) x^sonableness and ( 11) any limitations as to types or 
smounts of cost itens set forth in this Psart k of Section XV or otherwise * 
included in the contract* Failure to mention any item of cost in this 
F&rt' ls not Intended to liq^ that It is either allowable or not allowable. 
IhecBie and other credits arising out of operations under the contract, 
where the r^ted cost was reliobursed or accepted as an allowable cost, 
will be credited to the Govensnent. 

1 T&b C 
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l^mkOZ Exaaplee of Itma of Allowable Coeta . Subject to the 
reqaireneats of paragraph 15-^ vlth respect to the general baela for 
detexsolnlBg allovablllty of eoete, the following items of cost are con- 
sidered allowable vithln the liiaitations indicated: 

(a) bonds and Insurance* Including self-Insurance* to the extent 
authorized by the contracting officer; 

(b) canp operations (but see paragraph 15-M (h)); 

(c) frelc^t, transportation* and material handling; 

(d) land and structures^ temporaxy use thereof; 

(e) matexlals and stales, iTirluding inspection* storage* salvage^ 
and oti&er usual eagpenses Incident to the procto^meat an& use ^ 
thereof J 

(f) patents, purchased designs* and royalty payments* to the extent 
authorized by the contracting officer; 

(g) plant and eq;tilpoent* purchase or rental thereof ; 

(h) recruiting of personnel (including ''help wanted" advertising); 
(l) restoration and cleanup of site and facilities* as directed 

by the contracting officer; 
(3) structures and facilities of a tengporazy nature; 
(k) subcontracts; j 

(1) taxes* fees or charjses* exee(pt those Iji^sed ^pon* by reason 
of* or measured by the contractor's fee; 
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(m) timling «9«Mies^ to the aactent authorised Xjy the' eootmetlng 
officer; 

(n) utULlty services, such as ccsnmunlcation, power, gas, and mter; 
(o) "vaoatloa, holidB7 and severance pay, sicl: leave and aUitazy 

lea-re, to the extent re^joired Tjy lav or specifically provided 

for elsewlxere in -Qie eootraet; 
(p) wages and salaries; and 

(q) peosioa and retirement plans in accordance with the latexpre- 
tation set fbrth in ASFR 15-^ and grovp health, accident and 
life insurance plans (hut see ASER l^Jtck (b), (d), and (m))| 
1?-^ EXBiBPles of Itans of tballowahle Posts* <lhe fbUowlng iteoa 
9f costs are considered unallonable, except as indicated and then only 
subject to the regjoiraaests of ASFR 15^(02} 

(a) advertising (including adrertising in txaOo or technical 
Jouznals), except "help tnoted'* advertising; 

(b) central office ea^enses of the contractor, such as st^irplies, 
eq^pment, rent, or any other e:9ense8 incident to its 

y mainte nanc e and operation, except to the extent authorised 

by the contracting officer; ' 
(e). connissions and bonuses (under >diatever name) in connection 

vith obtaining or negotiating for a Government contract; 
(d) eonpensation and traveling e^^enses of any officer or 

3 Okb C 
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QB^oyee. la the eestral office orgaalsatloa of the eontnetor^ 
extept to the extent authorized b^r tbe contraetlng officer; 

(e) coxrtlngeney reeerveei 

(f) eontrlbutlons and donations | 

(g) dividend payments; 

(h) entertainment^ enept for on«»slte recreational activities 

for the contxactor^s eoiployees as authorised by the contracting 
officer; 

(1) Interest on borrowings (hovever represented)^ bond dlscotnxt 

and e:cpense^ and financial charges; 
(d) legale accounting and constdtlng fees and related eacpenses^ 

except to the extent authorized by the contracting officer;, 
(k) losses on other contracts; 

(1) meobershlps In trade, business and professional orgardzatlons; 
(m) premiums for Insurance on the lives of directors, officers, 

proprietors or other persons, vhere the contractor Is the 

beneflclazy directly or Indirectly; 
(n) storage of contract records after cosrpletlon of contract 

operations. Irrespective of contractual or statutory require* 

stents regarding the preservation of records; and 
(o) taxes, fees or charges Isiposed tqpon, by reason of, or 

measured by the contractor's fee« 
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In a particular ease are darned, to wrxaat such action. Such consldexatloa 
will be the reepooBlblXlty of the DeEiarteent to lAlch audit cogniaaace Is 
assigned^ and the stibsevwxt action taken hy that Departznent will generally 
be acc^ted 1^ the other Cepeurtnents, 

(d) Approval of a pension or iretlrenent plan hy the Bureau of 
Ihtemal Revenue or by the Departments does act Inply that the cost thereof 
for any particular year will be allowable for apportionment to contract 
costs, except to the extent costs for tbat year meet all other require- 
ments of the Bureau of Intemal fievenue as a deduction for Income tax 
purposes, and are acceptable under the provisions of this cost Interpret 
tatlcax and other provisions of this Section. 

(e) Pension and retirement costs constitute a part of the t:>tal 
coopensatlon by a contractor to any indivldial covered by the plan, aad 
accoi-e.lnfijty, are stibject to the provisions of t;ais Section with respect 
to reasonableness of the total conqpensatlon paid to t:!ja Indlvldml for 
the services rendered. 

if) Where contriSwtioas to pension or i'etf-:?.aae2t plaas are • 
baaed on profits, providing tSat provlBlons of tba £itei«»l Sev^ue 
Code and -regrtlatloas of «ae Bureau of iatesoal Sevetrje have been aiet, 
the amount allowable for apporfetooment to cott&^ets I1 ary one ^r abcO?. 
be the amount contributed to the pension trust(s) for that year, but 
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oreanlzatloofl not subject to paystent of Federal Income taxes are also 
allovable except to the extent they are determined to he unreasonable 
or xnallovable under any other pnvlsioii of this cost Interpretation* 

(b) Pension or retirement plans of a contractor \iblch are 
subject to approval of the Bureau of Internal Revenue oust have been 
so approved before costs mder the plans may be accepted as charges to 
Government contracts* Many plans of nonprofit or other tax exempt 
organizations are also reviewed and approved by the Bureau of Zntemal 
Revenue— ^en not so revieved and approvedj^ each such plan will be re- ^ 
vieved|» and approved or disapproved, by the Bepartnttit to -(rtilch audit 
cognizance is assigned, using, insofar as applicable, the criteria and 
standards of the liitemal Revenue Code and the regulations of the Bureau 
of Internal Revenue* In any case \rtiere the Bureau of Internal Revenue 
;d.thdraw8 approval of a plan, approval of amounts allocated to contract 
costs viU be vlthdravn accordingly* 

(c) The approval of a pension or retirement plan by the 
Bureau of Internal Revenue vlll, as a general rule, be the on3^ approval 
reguiiredby the Departments; hovever, the right is reserved. to require 
siibmissloa of any plan for consideration by a Department and to dlsapfprove 
such plan in its entirety or any featura thereof -whenever the cireunstances 
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(n) aecartty ffleasures of a special nature; 

(o) sharing of cost of research projects of the type which an 
educational or other nonprofit lastlttttlon nlgttunder^ 
take as a part of Its ova educational or research progwm; 

(p) subcontracting, nature and esctexA thereof and reUtlon to 
fee or profit; 

(q) subsistence and housing of enpioyees; 

(r) tezninatlon e^g^enses; 

(s) tooling and equlpnent; 

(t) traveling expenses of a special or unusual nature; and 
(u) wages or salarlee of partners or sole proprietors, 
. ^5-^^ Cost Interpretation of P«ui ion and Retirg gent Pi^r,« (see 
ASPR 15.403 (q)) 

(a) Costs of pension and retirement plans. Including reasonable 
incidental benefits, such as disability, withdrawal, insurance or 
survivorship allowances which are deductible from taxable Income In accord, 
ance with the Internal Revenue Code and the regulations of the Bureeiu of 
mtexi^ Bevenue, ajre allowable except to the extent they are detei«lned 
to be unreasonable or unallowable under any other provision of this coat 
Interpretation. Costs of such plans established by nonprofit or other 
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15J(05 EaeeaiBles of SUbJecta Recmlrlag Spaclal Confllderatlons, The 
following exBmsJLOB are lUustratlve of Btibjecta affeotlag coat vhlch nay 
require special consideration; 

(a) costs ineiurred incidental to vork covered "by the contract 
Imt prior to tlie execution of the contract, with specific 
Identlficatioox of the -^es thereof and the period Involved; 

(b) Govemnent-fomlshed property^ general nattire and exteni; 

(c) Indirect cost 'basis (l) aetoal, (li) negotiated rate or 



amount, or (lii) other; 



(d) 
(e) 
(f) 
(g) 
ih) 

(1) 
U) 



plant fkcliltied fully depreciated or ^iunortized on the 



personnel xnoveaent of a special or inass nature; 



operation of restaurants and cafeterias; 
overtime coopensation (see ASPB 12-102); 
patents, purchased deslgos, and royalt;^ payments; 



liability to third persons; 



Insurance; 



Intraconrpany and Intercooopany transactions; 



contractor's books of account or acquired without coat 
(possible coispensation for utilization In the fozm of a use 
or rental charge); 



(1) 

(a) 



research programs of a general nature; 



rearxangaaent or relocation of facilities or plant sites; 
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not to exceed 15 pereeat of the total compeiusatlon othervlae paid or 
accrued In tbat year to the Indlviduala covered under the plan(8)« 

(g) Obe allowabllltgr of costs of Itop sua purchases of annxiltles 
or of periodic cash pajfments asade to pro-vide pension or retirement 
benefits for retiring or retired en^oyees, other thaa incurred under 
approved pension or retirement plans, will he stto^ect to consideration 
on an individual case basis* 

' (h) Credits vhich became available or are foreseeable must be 
talcen into account In an equitable manner in detexmining pension and re- 
tirement costs subject to apportionment to a. milltazy contracts In some 
Iswtaaces, this may req^lre adjustments to costs la aartidpatlon of t^ie 
realization of credits. For exea^e, such action would noraaUy be apsvrts- 
priate where contractors* orss.\ii2ation8 are siabstijintlally e^^ondad f or 
tJie perfoxssaaca of uilltaxy contracts and there is a reasonable eii^Kseta- 
tiea that, upon coasaetion of the contracts, tlie services of practicilly 
aU or a large n\n(ber of the adSitional eo^ployees will be terminated 
with the result that contr3w;t«>rs will benefit eontribistlcas mde 
ctt b eh-i il f of theaa ec^loyses, because such percc«nel v^^ll awt &cq!;li*e 
vested ri^ts under the tesas of the pluns* 

■ (i) 1^ any current or future contraat no coot allo^jance viis. 
be made which would dtsillcate. In whole or in part, an allowance 
previously made under a prior contract. 

9 Tab C 
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• SBCIIOH 17 
COinSACT COST SRUSCIPLBS ABD HtOCESURES 

15-000 Scope of Sectloa * This Section contains general cost princi- 
ples and proeedores for the detexmination and ailomince of costs in con- 
nection vith the negotiation and eidainistration of cost-relaburseoient type 
contracts and contains guidelines for use^ yAnsre appropriate, in the evaloa- 
tiMi of costs in connection with cesTtain negotiated fixed-price type 
contracts and contracts tezminated for the eonrenience of the Government. 

Part 1 - Applicability 
15-101 Scope of Part . This Part describes the appUcahilitj of sae- 
ceedlng Parts of this Section to the various types of contracts in connection 
vlth irtiich cost principles and procedures are used; ^ . ' 

15-102 Cost-Relmhnrsement Supply and Research Contracts vi-Ui Concerns 
Other Than Educational Institutions * This category includes all cost- 
relahorseaent type contracts (ASPB 3-^) for supplies, services, or 
eaper l n e n t al, developn e n t al, . or research vcaek (other than vith educational 
institutions, as to i^ch ASPB 15-103 applies), except that it does not 
include facilities contracts (see.ASFR 15-105) or constrnetlon contracts 
(see AlpR 15-10l|.). The cost principles and procedures set forth in Part 2 
of thlft^ Section shall he incorporated by: reference In cost-relBbursoBent 
supplj and research contracts vlth other than educational Institutions 
as the basis - 

(l) for deteznlnatlon of relabnrseable costs under such contracts, 
includin g cost-reiabursement type, subcontracts thereunder, and 
the cost-relfflburseoent portion of tlme-and-aiaterlals contracts 
(ASPR 3-^*05.1); 
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(li) for *he negotiation of overhead rates (ASPR Section III, 
Part 7); and 

(ill) for the dsteznlnation of costs of tezmlnated cost- 

relmbursonent type eontaracts irhere the contractor elects 
to "yoacher out" Its costs (ASER Section VIII, Part If), 
and for settlesient of such contracts Toy detexnlnatlon 
(ASPR 8-209.7). 

15-103 Cost-Relaboreement Research Contracts vlth Edacatlon«i in- 
stltatlons . Shis category Includes all cost-reimbarsaaent type contz*acts 
(ASPR S-kQk) far eacperlmental, derelopBental, or research work vlth edu- 
cational Institutions . The cost principles and procedures set forth In 
Part 3 of this Section shall be incorporated by reference In cost- 
reimbursement research contracts with educational Institutions as the 
beuais - 

(i) for detezmlnatlon ^ reimbursable costs under cost- 

relmbursanent type contracts, including cost-reimbursement 
type subcontracts thereunder; 
(11) for the negotiation of overhead rates (ASPR Section in, 
part 7); and 

i (ili) for the detonination of costs of terminated cost- 
reimbursement type contracts lAere the extractor elects 
to Voucher out" its costs (ASHl Section VIIT, Part 4), 
and for settlement of such, contracts by detenBlnation 
(ASER 8-209.7). 

In addition. Part 3 Is to be used in deteimining the allowable costs of 
research and develqpnent performed by_educational institutions under grants. 

-2- 
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/laitor^s note: When this paragraph 15-103 is printed, ASER 15-30O should 
'be deleted^ 

15-10^ Coat^Reinbursement Constraction Contracts * This category 
includes all cost*relabursement type contracts (ASES 3-4olf ) for the con- 
struction^ alteration, or repair of buildings, bridges > roads, or other 
kinds of real property* It also includes cost-reimbursement type contracts 
for architect-engineer services related to such construction. It does not 
include contracts for vessels, aircraft, or other kinds of personal property* 
The cost principles and procedures set forth in Part li- of this Section g^^^il 
be incoxporated by reference in cost-relmbursanent construction contracts 
as the basis - 

(i) for determination of reimbursable costs under cost-relmbursenent 
type contracts, including cost-reimbursement type subcontract;'^ 
thereunder; 

(ii) for the negotiation of overhead rates (ASHl Section III, Part 
7); and 

(iii) for the determination of costs of tezninated cost-reimbursement 
type contncts vhere the contractor elects to "voucher out" 
its costs (ASER VIH, Eart 1^), and for settlement of such 
i contracts \ff deteimination (ASEH 8-209.7)* 

. 15-105 Cost Reimbursement Facilities Contracts * (Reserved) 
15*106 Use of Cost Erinciples for Fixed Erice Contracts * Eart 6 of 
this Section provides ^lidance for the use of Earts 2, 3, and \ vhere appro- 
priate, in the evaluation of costs in connection with the negotiation of 
certain fixed-price type contracts and termination settlements/ 
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15^107 Advance Underatandlflgs on Ptotlcular Coat Itans> The extent 
of allowability of the selected Items of cost corered In Farts 2 througti 
5 has been atated to apply broadly to many accoontlng systems In varying 
contract altiiatlona. Tfaas^ as to any given contract^ the reasonableness 
and allbcablllty of certain Items of cost may be dLfflcolt to detezalne, 
particularly In coDneortlon vlth flzms or separate divisions thereof vhlch 
may not be subject to effective competitive restraints • In order to avoid 
possible subsequent disallowance or dlapute baaed on unreaabnableneaa or 
non-allocaMllty, It la la^portant that proapectlve contractor a, partlcu- 
liarly thoae whoae vork la predominantly or aubatantlally vlth the Government, 
aeek agreement with the Govenment In advance of the Incurrence of apeclal 
or unuaual coata In categorlea where reaaoziableneaa or allocablUty are ^ 
difficult to determine. Such agreement may alao be Initiated by contract-* 
Ing offlcera Individually, or Jointly for aU defenae vork of the contractor, " 
aa appropriate. Any auch agreement ahould be Incorporated In coat-relmburaement 
^OT^ contracta, or made a part of the contract file In the caae of nego- 
tlated f Ized-prlce type contracta, and ahould govern the coat treatment 
covered thereby tfarougihout the performance of the contract • But the 
abaeifce of auch an advance agreement on any elament of coat vlU not. 
In Itself, awe to make that element either allowable or unallowable. 
Examplea of coata on which advance agreementa may be paortlcularly 
Important s 

(l) compenaatlon for peraonal aervlcea; 
(11) uae charge for fully depreciated aaaeta; 
(ill) deferred maintenance coata; 

. ^ - 



(iv) pre-contract costs; 

(y) research and development 
(vi) royalties; 
(vll) selling and distribution 
(viii) travel costs ^ as related 
zaoveoient • 
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costs; 
costs; and 

to special or xoass personnel 
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Part 2 - Principles and Procedures for Use in Cost Reim- 

l)ursement Type Supply and Research Contracts "with 
CcDmercial Organizations 

15-201 Basic Considerations 

15-201*1 Composition of Total Cost ^ The total cost of a contract 
is the sum of the allowable direct and indirect costs allocable to the 
contract, incurred or to be incurred, less any allocable credits* In 
ascertaining what constitutes costa, any generally accepted method of 
determining or estimating costs that is eqjiitable under the circumstances 
may be used, including standard costs properly adjusted for applicable 
variances. 

15-201.2 Factors Affecting Allowability of Costs. Factors to be 
considered in determining the allowability of individual items of cost- 
included) reasonableness, (ii) allocability, (ill') application of those 
generally accepted accounting principles and practices appropriate to the 
particular circumstances, (iv) any llnitatlons or exclusions set forth in 
this Ptot 2, or otherwise included in the contract as to types or amounts 
of cost items. 

15-201.3 Definition of Regisonableness . A cost is reasonable if, in 

its- nature or amount, it does not exceed that which would be incurred by 

/ ■ • 

an iordiiiarily prudent person in the conduct of ccmpetltive "business. The 

qyxestion of the reasonahlenesa of specific costs must he scrutinized vith 

particular care in connection with films or separate divisions thereof 

which may not be subject to effective ccatpetitive restraints. What is 

reasonable depends upon a variety of considerations and circumstances 
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involving both the nature and amount of the cost in question, in deter- 
mining the reasonableness of a given cost, consideration shall be given to: 
(i) whether the cost is of a type generally recognized as 

ordinary and necessary for the conduct of the contractor's 
business or the performance of the contract; 
(ii) the restraints or requirements imposed by such factors as 
generally accepted sound business praictices, arm's length 
bargaining. Federal and state lavs and regulations, and 
contract terms and specifications; 
(iii) the action that a prudent business man vould take in the 
circumstances, considering his responsibilitiea to the 
owners of the business, his employees, his customers, the 
Government and the public at large; and 
(iv) significant deviations from the established practices of 

the contractor which may unjustifiably increase the contract 
costs* 

15-201 A Definition of Allocability * A cost is allocable if it is 
assignable or chargeable to a particular cost objective, such as a con- 
tractj^ product, product line, process, or class of customer or activity, 
in accordance with the relative benefits received or other equitable re- 
lationship* Subject to the foregoing, a cost is allocable to a Government 
contract if it: 

(i) is incxarred specifically for the contract; 
(ii) benefits both the contract and other work or both Govern- 
ment work and other work and can be distributed to them in 

reasonable proportion to the benefits received; or 

- 7 - 
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(Hi), is necessary to the over-all operation of the "business, 
although a direct relationship to any particular cost 
ohjective cannot he shown. 

15-201*5 Credits . The applicahle portion of any inccne, rehate, 
allowance, and other credit relating to any allowahle cost, received by 
or accruing to the contractor, shill he credited to the Government either 
as a cost reduction or hy cash refund, as appropriate. 

15-202 Direct Costs , (a) A. direct cost is any cost which can he 
identified specifically vith a particular cost ohjective. Direct costs 
are not limited to items which are incorporated in the end product as 
material or lahor. Costs identified specif ically with the contract are ' 
direct costs of the contract and are to he charged directly thereto. 
Costs identified specifically with other work of the contractor are direct 
tosts of that work and are not to. he charged to the contract directly or 
indirectly. When items ordinarily chargeable as indirect costs are 
charged to Government work as direct costs, the cost of like items appUcable 
to other work of. the contractor mist be eliminated fvm indirect costs alio- 

.... r . * 

cated to Government work. 

(b) This definition shall be applied to all items of cost of 

y . . • ■ 

significant amount unless the contractor demonstrates that the application 

of any different current practice achieves substantially the same results. 

Direct cost items of minor amount may be distributed as indirect costs as 

provided in ASER 15-203 . 

^^-^Q? Indirect Costa, (a) An indirect cost is one lAich, because 
of its incurrence for common or Joint objectives, is not readily subject to 

- 8 - 
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treaianent as a direct cost. Minor direct cost items may te considered to 
Indirect costs for reasons of practicality. After direct costs have teen 
determined and charged directly to the contract or other work as appro- 
priatej, indirect costs are those remaining to "be allocated to the several 
classes of vork. 

(b) Indirect costs shall he accumolated hy logical cost group- 
ings with due consideration of the reasons for incurring the costs. Each 
grouping should he determined so as to permit distribution of the grouping 
on the basis of the benefits accruing to the several cost objectives . 
Commonly, maimfacturing overhead, seUing escpenses, and general and ad- 
ministrative e^gpenses are separately grouped. Similarly, the particular^ 
case may regyiire subdivisions of these groupings, e.g., building occu- 
pancy costs mie^t be separable frcm those of personnel administration within/^, 
the manufacturing overhead group. The number and composition of the group- ^ 
ings should be governed by practical considerations and should be sucb as 
not to cai5>licate unduly the allocation vhere substantially the seme re- 
sults are achieved throu^^ less precise methods. 

(c) Each cost grouping shall be distributed to the appropriate 
cost objectives. This necessitates the selection of a distribution base 

i 

Qcmuat to all cost objectives to -Bhlch. the grouping is to be allocated. 
The bastt aili|«ld be selected so as to permit allocation of the. grouping on 
the basis of the benefits accruing to the several cost objectives. This 
principle for selection is not to be applied so rigidly as to ccnpUcate 
unduly the allocation where substantially the seme results are achieved 
throu^ less precise methods. 
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(d) The method of allocation of Indirect costs nust te based 
on the particular circumstances Involved. The method av^ail be In accord 
Trtth those generally accepted accounting principles which are applicable 
In the circumstances. The contractor's established practices. If in 
accord with such accounting principles, shall generally be acceptable. 
However, the methods used by the contractor may reqiixlre re-eaamlnatlon 
when: 

(1) any substantial difference occurs between the cost pat- 
terns of work under the contract and other of the 
contractor; or 

(11) any significant change occurs In the. nature of the busl- i 

ness, the extent of subcontracting, fixed asset Improvemeat 
programs, the Inventories, the volume of sales and produc- 
tion, manufacturing processes, the contractor's products, 
or other relevant circumstances, 
(e) A base period for allocation of Indirect costs Is the period 
during which such costs are Incurred and accumulated for distribution to 
work performed In that period. Hbinally, the base period will be the con- 
tractoj^'s fiscal year; however, use of a shorter period may he appropriate 
In ca^e of (l) contracts lAose perfonoance Involves oal^ & nlnor portion 
of the fiscal year, or (ll) ^e It Is general practice In tbe Industry 
to use a shorter period. Ih any event the base period or periods »>^«in be 
so selected as to avoid Inegjjitles In the allocation of costs. When the 
contract Is perfomed over an extended period of time, as many such base 
periods will be used as will be required to represent the period of contract 
perfarmance. 

- 10 • 
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15-20^ Application of Principles and Procedures * (a) Costs «t>^fti7 ^ 
be alloved to the extent that they are reasonable (see ASPB 15-201.3), 
allocable (see ASER 15-201 .i*), and determined to be allowable In view of the 
other factors set forth In ASEB 15-201.2 and 15-205. 

(b) Costs Incurred as reimbursements by a prtne contractor to 
a subcontractor under a cost-reimbursement type subcontract are allowable 
to the extent that allowance is consistent with the Part of this Section X7 
TAlch is appropriate to the subcontract inrolred. Thus, if the subcontract 
is for supplies, such costs are allowable to the extent that the subcon- 
tractor's costs would be aUowable if this Part 2 were incorporated in the 
subcontract; if the subcontract is for construction, such costs are allowable 
to the extent that the subcontractor's costs would be allowable if Part 1|- ' 
of this Section X7 were lncarp<»rated in the subcontract . 

(c) Selected items of cost are treated in ASER 15-205. Howerer, 
Asm 15-205 does not cover ev«y element of cost and every situation that 
mijjht arise In a particular case. Failure to treat any item of cost in 
ASER 15-205 is not intended to imply that it is either allowable or un- 
allowable. With respect to all items, whether or not specifically covered, 
determination of allowability shall be based on the principles and standards 
set f^rth in this Part and, i&ere appropriate, the treatment of similar or 
related selected items. 

15-205 Selected Costs . 

15-205.1 Adyertising Costs . 

(a) Advertijsing costs mean the costs of advertising media 
and corollary administrative costs. Advertising media include magazines, 
newspapers, radio and television programs, direct mail, trade papers, 
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outdooop adyertlsing, dealer cards and window displays, conventions, ejdslMts 
free goods and samples, and the like. The following advertising costs are 
allowahle: 

(l) advertising In trade and technical Journals, provided 
Such advertising does not offer specific products or 
services for sale but is placed, in Journals "vrtilch are 
valuable for the dlssealnation of technical Inf oimatlon 
within the contractor's Industry; 
(li) help-wanted advertising, as set forth in ASER 15-205.33, 
when considered in conjunction with all other recruitment 
costs; 

(ill) costs of participation in exhlhlts— 

(a) upon invitation of the Government, or 

(B) which eathlhits are for the purpose of disseminating 

technical information within the contractor's industry; 
however, such costs are not allowahle under this sub- 
Paragraidi (B) if the eahiblt offers specific products 
or services for sale; 
(iv) advertising for the excliislve purpose of obtaining scarce 
' "'atei'iais, plant, or eqjalpawit, or disposing of scrap or 
surplus materials, in connectlai with the contract, 
(b) Except as provided above, all other adrertising costs are 
unallowable. 

15-205.2 Bad Debts . Bad debts, including losses (whether actual or 
estimated) arising from uncollectible custcmers* accounts and other claims, 
related collection costs, and related legal costs, are unallowable. 
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15ra05>3 Bidding Cesta> Bidding costs are the costs of preparing 
bids or pro^poeala on potesotlal GovvCTmest and naa-GoTeznmesrt contracts 
or pro^Jects, InclTrdlng tlae deTJesLopaent aigin^rlng data and cost data 
necessary to strprpoart tlie oontractqar's "bids or proposals. Bidding costs 
or the cttrrent accounting period of botlj successful and uzxsueceasfui Mds 
and proposals normally will -be. treated aa allowable indirect costs, lavMcli 
emtt no bidding costs of past accounting periods shall he allowable In the 
curreat period to the Govenaflseart contract. HgtwEfrer, if the coErtractc«r*s 
established practice is to treat bidding costs "by some othw laefchod, the 
results obtained nay be accQJted only if found to be reasosiable and equlUible. 
15-20^.^ Boadlng Costs. 

(a) Bonding c(»ts arise whsn the e tovei - umeg fc req.uir<». assurance 
against financial loss, to itself ^<xr others by reason of the act or 
d«fa«ilt of the contractor. Tbt^ arise also in instances where the con- 
tiactar reqtilres sladlar assurance. Incluaed are such bonds as bid, 
perfiCttMance, payment, advance payment^ Infringement, and fidelity bonds. 

(b) Costs Of bonding refulred pursuant to th$ t«nBs of the 
contract are allowable.^ 

? (c) (Swts of bcmdlng reaulred by the contractor' la the 
gOBSEral conduct of his buslnesa are allowable to the extert that such bood- 
«lag la is aeeordBBce with sound business practice and the ratee and preatluas 
are reasonable under the circunstaoises. 

15-205.5 ClYll Defense Costs* 

(a) Civil defense oosts are those Incxirred la aT»H Trg for, 
and the protection of life and pro pe rty against, the possible effects of 
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eigfl^y, attack* HeasonatiLe costa of civil defense measuree (ittcludlng costa 
ia a«is.of nqnal plan* protectioa costs, first-aid. tralnlag aixd supplies, 
fir« fl^inft training and eqjiipmeait, posting of additional exit notices 
and dljrta«tions, and other ajptprorM ciril defmse BBeasures) mdertaken on 
this ccBtraet0r*8 ip rnrfs ea pursuaat to suggest ions or requlreBwrta of civil 
defensie autterlties asm allowable "Osm allocated, to all TOk of tbe 
cofftractqr* 

Costa of capital asseta xnider (a) ^ibare are aJJoroble 
throu^ desoreciatiaa la accordance vitk 15-a35*9^ 

(c) Ctetrilnxtl^ttia to. l<ical civil dsefaase fmida and projects 
are isuQJUniable*. 

15-205.6 CenapaiBatlog fter Bersonal Sgrylces* 

(a) Generals (1) Ckn^MBisatlm for p^»coxBl 8«^^ 
Qludcft all remnttecattcax p«dd eairreatly ^ awrued, la.Tdiai«vt?r fcm aad 
■wb^the: paid laaaeaiately or deferred, for aarylcea Mdered e^lQy«es 
to tht contractor during tl» period of eontracti perf ormaiw?* it Inclvdea, 
"but la not lliiilt«d to, aalarlee, wages, directors » and €3cecutiv« committer 
meaoijera* fees, Ijooases (ioclMdlng stoclc Taonustia), IncearfclTe awarda, as* 
ployee atock optloaa, aa^loyee Inattrance, fringe teneflta, and coatrlbublCBia 
to penaloB, ammity, asd nwrnagem a rt aagaloyef Incentlvaf coKp^msatlott plana. 
Ejcc^ a» otbemlae apeclflcally provided In tkU A3ER I5-205.6, such coata 
axfF allowdUbe to tbe «acfc«nt that the total conipoisaticat of indtrldual 
msHoym is rcaaooable for the s«rrlc«» rtfadcred and they ar« not in exceaa 
of those coata Tdiich are allowahl* hy the iatemal Beremie Code and 
r^snlatlooa tlteceunder. 

- 14 - 
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(2) Ccm^€9isatlozt. la reasoiiahle to the extent that 
tb0 total aascaxt paid or. accrued is commeasnrate with conipensatlon paid 
laxder the contractor's established policy aad conforms generally to com- 
pensation psdd l>y other firms, of the Bszoe slze^ In the sazne Industry^ 
or la the sazne geographic area^ for similar seinrlces* In the adsdnlstra* 
tlon of this prlnclpla> It Is recognized . that not erery compensation^ 
case zieed be siibjected In detail to the ahove tests* Such tests need he 
aopplled -only to those cases in /which a general review reveals amounts 
or types of compensation which appear uzireasonable or otherwise out of 
line*: However^ certain conditions give rise to the need for special 
consldCTatlon and possible limitation as to allowability for contract 
cost purposes where amounts appear excessive » Among such conditions 
are the following: 

(i) Cons^eosatlon to owners of closeGLy held 

corporations y paxtn^s^ sole proprietors^, or 
Tnembers of the Immediate families thBrmf^ 
or to persons who aro contractually 
committed to acquire a substantial financial 
Interest la the contractor's enterprise* 
Derternrlngtlog shbuld be made that such 
ccnqoensation is reasonable for the actual 
personal services rendered rather than a 
distributloa . of profits . 
(11) Any change in a contractor's corngpeasation 
policy resulting in. a substantial Increase 
in the contractor's level of compensation^ 

- 15 - 
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partlcuLarly vbea it vas caocicrreirt vtth azt 
lacreaee In the ratio of (knrermueab contracts 
to other huslness^ or any change in; the 
treatanenfc of allowability of specific typ« of 
ccmyjeasatioa due to chmen lax Qoyaenmenb 
policy. 

(iii) The contractojst's husiness is stach that his 
ccB^pcnsatloo levieLs are not sijbj^ to the 
r^traLtttfl mxnmHy (»crurtdng in tiw ^coduct • 
of ccBapetltl73^ buslaes^* 
(3) CoB^eosation; ia lieu of salaiy for aenrlcea rm^bena. 
Tqr partners and sole propirtetors wLLL -te allowed to the «t^ tljst it I 
la reasonable asd does not cqostitute a dlstrllattioa of pn^te* 

(^0 la adflitloo.to the general reqjdremeitts set fbrth 
In (i) throu^ (3) aJjove^ certain fanns of ocBiipenaatlair are subject to 
Itother revilreBcnts as specified In (h) thittugk (^j helQif, 

Salaries a nd Wages^ Salaries and -waees for ctirwsrt 
serrices -fTtrlTide groas ccorpensaticat paid to cs^yees in the fom of 
cash,, products, cap services, and are aliowaihle. Hbwerer, prtetuns for 
0?«r^l3ae, «rfcr*.p^ ahifts, and amlti-shlft -work ace alloT*ahle to the 
«tea* ^RProved pursuant WJiSFSL lS-102 A or pennitted puz^uant to 
JSHi ia-ajqB.5* 

Cc) Caah Bbnus es and Incegtlve Cdnroeasation. Inceatlye 
cco5>e«»atlQa for inanagBffleat enplogpees, cash ■bpmises, suggestion awards, 
safety awards, and InceotlTii coiqpenssbion hased on production, cost re^ 
dnctloa, or effici«rt perfonnance, are aliowBtole to the extent that the 
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cnrer-alX ecsz^ensafclozt la detesntaed to be reasozialale and such coBts are 
paid or accrued pttrsitfiaat to aa agreement entered Into in good f aitlx 
betTHeeaix thse contractor and the eanplcyees hef ore the ser7ices vere 
irendered^ or pursuant to aa^ established plan f OkLloved by the contractor 
so consistently aa to is^Iy^ in effect^ an agreement to make such 
payioento (But sec^ ASFH 15--107.) Bonuaes^ avarda and incentive 
compensation vhen any of theoi are deferred are allowable to the extent 
provided in (f) belov. 

(d^ Bonuses and Incentive Compensation Paid in Stocks 
Costs of bozuises and incentive conrp^snsation paid in. the stock of the con- 
tractor or of an affiliate are allowable to the eacbent sert forth In (c^, 
above (including the incorporation of the principles of paragraph (f) 
belov for deferred bonuses and incentive ccaspensation) , subject to the 
f oUovlng additional requirements : 

( i) valuation placed oa the stock transferred shall 
be thq^ fair xoaorket value at the time of transfer^ 
debertnlTHjyf. upan the most obJectiTe basis 
availablej and 
(ii^ accruals for the cost of atock prior to the 

issuance of such atock to the employees shall 

» • • • 

\ be siibject ta adjustioent according. to the possi«* 

bilities that the employees will not receive 
such stock and. their Interest in the cuusruala 
vill be forfeited* 

Bisch costa othervlse allowable are subject to adjustment according to the 

^Inclplea set forth in (f')(3) below,. (But see ASPR IJ-IOT*)' 
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(«) S1;ock Optional 5!te coat of options to employees to 
purchas*- BtMk of the contractor or of aa affiliate is unallovahle* 
/ (f) Deferred Compegsation^ (l) As used herein^ deferred 

cc nipe gsat IflB . Includes all remxDieratiosXy In. /«dii6te\rer fbzm^ for the 
aiiplcyee is not paid taxtll after the lapae of a stated period of years 
or the (^MOTTffluse of other emits as provided in .tlie plans^ except that 
it does not i n c l t id e noimal end of accounting period accruals. It in- 
cludes (i) contrilnitions to paasion, annuity, stock laonus, aad profit 
sharing plana, (ii) contrilnations. to disability, -withdrawal, Insticance, 
eurrLTorship, and siailar "benefit plsns, aid (iii) other deferred ccm- 
paisatiOB, -whether paid In cash, or in stock* 

(2) ]^f4^rrfQd coos^^atim is allov^^ : 
that (i) exceipt far past service pension costa it is tor senrices . 
raadered. during the contract period; (u) it is, togetter -with, all other 
oauyjiaisaibiott paid to tl» eoiplogpee^ rseasonable. in anwunt; (iil) it is paid 
pursuant ta SB agreenest entered Into In gqod faith: ■betT»eeB.the contractor 
and <B5lay$es hefOEe -bhe scnrlces are rendered, or pursuairt to an estsib- 
lished plan followed "hy the contractor so consistently as to la^Oy, in 
effect, an agreement to make suck paymeotsj and (iV) for a plan -which. 

ia s«b4^ tO: ^pproyal hy the InterBal Bereame Senrlee, it falla -within 
the crif«qKl& and standards of the Internal Bevenue Code and the regula- 
tlflna <^ 1?h<t Intenial Eeremje Service* (But see ASER 15-107.) 

(3) In debendnlng -the cost of deferred canpensation 

. allowable under the contract, appropriate adjus-tmaits shall be made for 

ci^dlts CM? gains arising, out. of both; normal and abnoimal anplc^ee 

turaovery or any other coot ingeacies that can res^a.t In a ateirfelture 

-18- 



DRAFT 

12 May I959 

by employees of sjicli deferred conrpensatlcar* Adjustments shall "be made 
xrnly for forfeitures 'wiiicli directly or indirectly inure to the "benefit 
of the contractor; forfeitures vfaich inure, to the "benefit of other 
earployee© covered by a deferred coaaipensatiatt plan vith no reduction 
In the oantractor's costs will not noimally give rise to adjustjaent la 
contract costs* Adjtistinents for normal enrployee tximover* shall he based 
Off the contractor's experience and on foreseeaihle prospects^ and shall 
be reflected in the amount of cost curroitly allowable • Such adjust- 
ments will be unnecessary to the extent that the contractor can demonstrate 
that its contributions take Into account normal forfeitures. Adjustments 
for possible future abnormal forfeitures shall be effected according to 
the following rules: 

(i) abnormal forfeituares that are foreseeable 
and which, can be currently evaltzat^L with 
r e a son abl e accuracy > by actuarial or other 
sound coBEtputat ion, shall be reflected by an 
adjustment of current costs otherwise 
allowable; and 
(ii) abnormal forfeitures, not within (i) 

abpye, ms^ be made the siibject of agp^ment 
between the Gorermnent ?Bid. the contractor 
either as to m eqjiitsaae adjustnsei^ or a 
method of deteminlng such adjustment. 
(4) In determining whether deferred compensation is for 
serricea rendered during the contract period or is for future ser7ices, 
consideration shall be given to conditions lugjosed upon eventxzal payment, 
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such as^ reqjiirementa of contliiueia employment^ consxatation after 
retlremssty aad eovenazrbs not to conrpete. 

(s) Fringe Benefits. Fringe benefits are allovances and services 
provided lay the contractor to its eB^apyees as cciapensatiott in addition to 
regular -wagM and salaries. Costs of fringe Ijenefits, such as pay for 
Tacatiotts, holidays, sick leave, mllitaiy leave, enployee insurance and 
supplemental, employment benefit plans ai*. aUovable to the extent required by 
law, employer-employee agreemart, or an, established policy of the 
contractor. 

(h) Severaace Pay. See ASPR 15-205.39. 
(0 Irainlnf^ and Eduication Expenses. See MSHL IS-go*;.!!.^. 
15-205.7 Contingencies. 

(a") A contingency is a possible future event or condition 
arising from presently known or unknown causes, the outcome of i^ch is 
indetemlnable at s present time. 

(b) In histoirical costing, contingencies are not normally 
present since such costing deals with costs lAich have been incurred and 
recorded on the contractor's bo<ifcs. Accordingly, contingencies are gen- 
erally-unallowable for historical costing purposes. However, in some 
cases> as for exaaqple, terminations, a . jcontingency factor may bes 
recogttlz^fd vhieh is applicaible. to a pist period to give recognition 
t# nlnoar unsettled factors in the interest of eapeditious settlement. 

(c) la coanection with estlnates of future eosts, contin- 
gencies fall into two categories; 

(i) those which may arise from presently known and 

existing conditions, the effects of -trtilch are 
- 20 - 
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f oreseeabGLe ^thln reasonable limits of accuracy; 
e.gj^^ anticipated costs of rejects and defective 
vorkj in sxxclt situations ^where they exists con- 
tlngencies of this category are to he included 
in the estianates of fufcuris cost so as to provide 
the best estimate of perfozmance costs^ « nd 
(ii") those Trtxlch may arise from: presently known or 
unknown conditions, the effect of which cannot 
he measured itdf . precisely as ta profyidB e^uitahle 
results tcF the contractor and to the G dytfr i ime gt; 
e*s>> results of pending litigatioat^ and other . 
general huslnesa rlsks^ CcntlngenciCfS. of this, 
category are to he ^oiluaed fiw cost .estimates 
undex the several itams of cost ^ hut should he 
disclosed separately^ including the hasis upon, 
which, the contingency is computed In order to 
facilitate the negotiation of appropriate 
contractusl coverage (see> for escaxsple, ASSR 
15-205 .16^ . 15-205 .20^ and .15-205 . 39) • 
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15-205.8 Contrlbctloiia and Bonations, Coatrllnctlons aod dooationB are 
tmaHomtUe* 

15-205*9 Depreeiatlon « 

(a) DepreelatLoa Is a diarge to etsreot OfperatlOBs vblch. distributes 
tba cost of a tangible eagital assets less esttnated resicUial -valiie^ avet tbe 
estisated useful life of the asset in a systematic and logical aanner. It 
does aot iiwolTe a process of -raluaUoa. Useful life has rttPeroice to the 
irospeetiTe period of ecoaoode usefolasss in the particular contractor's 
operations as distinguished from, physical life* 

(b) Soanal desoreciatioa oa a cGBtraateaf'B..flMatf ■t^tyrrijim yii }^ 
other capital facilities is aa aUovable eleneat of contract ci^stj provided 
that the amount thereof is coaqpated: 

(i) v^pon the property cost basis used by the contractor for 
Federal Iocobb tax purposes (see Section I67 of the 
Interaal Bemne Code of 195k)s or 
(ii) in the case of aoqproftt or tax-esuq^ orgaaixatloas^ 
190a a property cost basis lAicb could have beea used 
by the contmetor for Federal iacoaas tax purposes^ had 
such orgulzatieas beea ssbjeet to the paynent of 
loeoiBB taa(| and in either case 
(ill) by the coasisteat qplicatioa to the assets ceacemed 

of any geaeraUy accepted aeeountiag avthod^ and subject 

to the Umttatioas of the Z&ternal Bereane Code of lS5h, 

as ansaSei, ineludiag 

(A) the straight line wthod; 

(b) the dediaiag balaaee aathod, usiag a rate not 
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exceeding tvlee ttaa rffttjB^^^^^^^i^ 
used bad the ■^nrmai aiioaaaee "beea eoaqrated imder 
the aetbod da8erl)}ed^lxi_^ (A} aborei 
(C) tlis sop, of the yeaxB'-^L0Li^ miiuod$ and 

alLomaee v^cl^^ far 
tha period eQpiBBci.sg.^^:^ ttaa tme of the p roperl y 
and l iwltifltn s t|!jj,.Q|great jp^^. does not, daarlng the 
first tvo-thlrds of the na^tfL life of the property, 
exceed the totfil. f^^s^ 
been used had soeh allon^^ 
asthod deso^^ In (B). aho7e« 
(«) Oevre^^tloa shosld lunaU^ he allocated to the eootraet and ^ 
oth«r 'lork as aa Indirect cost. 3be aaovnt of d^^aredstloa alloved la tof 
aecoontlng period najr, consistent vlth the hagle objectlTes set forth in (a) 
aboTSir TU7 ^tb voluns of prodaptloa or iise. aal'U.-shlft operations* 

(d) la the ease of eaarspaej faellltless eoTcred by certificates 
of necessity, a conbraetoiir aay elect Jo ;o8e aoonasJL dspreelatloB without 
reqi^stlag a ^eteralsatloa of "trae defo|ef |atloi^ or aagr eleet to ase either 
aaraalior "tn» depreelatlea'* after a dsternlaatloa of "true deireelatloa* has 
beea aada by aa BBsrgenoy FBcUltles Dapreclatloa Board* OSie nsthod elected 
nut be followed consistently throas^tout the ld:re.;^ the eBaargeaey facility. 
Hhare aa electloa Is made to use noraal deprejKlatioa, the aaooBt thereof for 
both the eaergeney period and the post-energeaoy^perlod shall be computed la. 
aecordaaee vlth (b) abore* Uhere aa electlpa If a^ude to use "true depreelatl^;!^ 
the aasuat allovahle as depreelat^LoB: . ' 



JBAPS 

12 M97 1959 



(1) -Rlth respect to the eaergeney period (5 years), g>»nTi be 
eoiqpinted la aeeordaaee "sltli the datemlsatloa of the 
Snergea^ ItaeiUtles Bepreelatloa Boerd; provided 00 
«llosaoee-l0 oade vhleh midd dc^lleate the factors 
con8tittitiog .''1anie degpreelatloa'* and 
(11) after the end of the ensrgeaeT period, shall he eoapvted "by 
OlatrlhatlBg the renalalag tmdepreelated portloa of the cost 
of the enaraeiiiex f aellltj cfver the halaaee of Its 
(but see (e) helov); grevlded -Ow renlalag xmdepreeiated 
portloa of sveh eest shaU. aot tpg lT Klff aaj aaount of mi* 
reeowred "troe dqpreelatloa*** 

(e) Oepredatloa oa idle or exeess facilities:, shall not he aUomd 
except oa such facilities as are reasonaUy necessary for staaSbgr purposes, 

(f ) Xa depredatlen^ rental, or ase charge shall he alloved oa the 
contractor •^s assets which hare heen foUor depreciated idiea a sabstaatlal portloa 
of such depreclatioa vas oa a hasip that represented, la effect, a recovorr 
thereof as a charge against Ger aruM B nl contracts or suibcoBtraets. Othervlse, a 
reasonahle use charge nay he agreed 190a and allomd. (Bat see A2E!R I5-IO7.) 

la detenstalag this charge, cmulderatie^ ahoald he glTea to cost, total 

estlaated vseftO. life at tiae of segotlatloa, aoi effect of ai^ Increased 

aalBtenaaee charges or decreased effildenej das to age. 

15-205,10 anplogree Marale^ Bealth/ and Walftee Ctosts and Credits . 

Beasenahle costs of health and waif are- acttvltles, such as house puhUcatlons, 

health or flrst-ald clinics, recreational activities, and eagloTee cousseilng 

services. Incurred, la accordance vlth the contractor 's etstahllshed practice 
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or ewtc» la the isdawtry or areat for tba liqpcroTaeat of TOridag conditions, 
enpioyer-eaqployaa relations, eaployee aorale, and esplqyee performance, are 
allo«aU.e# Zneoae generated frtm angr of these eotlrLtles shall be credited 
to the costs thereof wless sneh Ixseoms has heea Irreroeahly set crer to 
eaglpTee mlfare orgaalzatioas^ 

15-205 #11 BatertalnMgt Costs # Costs of aiBBseaent, diversion, social 
aetlTlties and Inddental costs relating thereto^ sneh as aeals^ lodging, 
rentals, transportation, and gratuities, are nnallovahle (hut ^ee ASSPB 
15-205*10 and 15-205 .te)* 

15-205^12 Brcess ^tolllty Costs# Costs of loalntalnlng, ^repairing, and 
hoQjslag Idle and exeess contx«etair-o«iied faelllties,. exeaipt those reasooaUy 
neeessarsr for staadbj poxpoeee^ are tmallo«aUe»^ ia^ costs of easess plant ^ 
e«9aeit7 reserved for defease aoWLLatloa prodoetloB lAlch are to lie paid 
for Ij tliA G ovei ' UB B ii b sbonld "be tiia subject of a sepazate contraet. 

15-205»ia glues and Penalties^ Costs resoltlns firam -vlolatloas of > or 
fBllare of the contractor to coog^ '>lth, Msral^ State^ and local laro and 
regalatleas aire tmallonibljs eaeept lAen laenrred as a resnlt of eooQllaaee 
/nlth specific prchrlsiotui cf the eentiraet^ or laatruetloBs In vritlog tram. 
the contraetlns officer* 

15-20g«l% iPood Serrlce and Bcxpadtcry Costs and Credits* Tood and 
doraltorr aaryicea iBclnde operatiais or fomlshisg facilities for cafeterias, 
dlaiag roooSjr canteens, Inneh vagons, veadl&sf HBefalnss, llrtng aecoaodations 
or fffwtl a r -^fpes of services for the contractor's aqplcgrees at or near the 
contractors 's facilities* Beasonable losses firom the operation of such 
services are allovahle if thegr are alleieated to aU aeUvlUes served. Frofl-' 
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(except, sstxfits IrreTocablj set orer to a& esplosree mlfare organizatlozi of 
tba eostraetoor In amounts reasonably nseful tor the "benefit of the enq^oyees " 
at the site or sites of eoatraet pe r fo rm ance) aeemlag to the eoatractor firom 
the operation of these secrvlees^ iihether operated Iqr the eootractor or iBfy a 
eoncesslonalare^ shall be treated as a credit^ and aaJLocated to all activities 
served^ 

Ig-aO^.l^ Fringe flenemii-C&* ASER 15-^^^ 

15*'205#l6 Insurance and lDaMHnlflcatlon> 

(a) Insurance Incltsdes (l) Insurance lAleh the contractor Is 
req]alred to carrj^ or iMch Is sgpproved^ under the teams of the contract, aai 
(11) aaj other Inmzrance lAlch the contractor oalstalna In connection vlth the 
general conduct of his buslziess« 

(1) Costs of Insurance req^Blred or aypi ' ove d, and aalafcidned, 
pursuant to the contract^ are alloiaULe« 

(2) Costs of other Insurance aalntalned bj the contractor In 
connectlott /with the general conduct of his business are allomble su[b4ect to 
the f oUpvlng llaltatlons: 

(l) -^nP^s and extent of coverage shall be In accordance 

vLtk sound bvtslnesa practice and tibe rates and 

/ . . ...... ' • • ■ 

prenLmDS shalX be reasonable uxsdsr the circumstances; 

(11) costs alloved for business Intemqptlon or other 

similar Insurance shall he limited to ^-^1%^^^ 

coverage 

of profit J 

(ill) costa of Insurance or of angr provision for a reserve 

covering the risk of loss or of damege to Govemmrat 

prcpertor are aUonable only to the extent that the 
- 26 . 
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contraetor la UaSxltt for suck loss cor dasage aisd 
such Insuraaee or reserre does aot co7«r loss or 
dsms^ vhlch results £rcm vlllfol Bdseoadnct or 
lack of good faith on the part of aogr of the 
eontaractor^s directors or ofdcersji or other 
eq^yalea* represeatatlTes^ lAo has si^errlslon 
or direction of (A) all car substaatlally all of 
the contractor's huslness^ or (b) all or sub* 
staatiaUgr all of tha coBtaraetor's operatlexia 
at avr oae plant or sesparate loeatioa In fAxLeh. 
tha eeatraet ta being perfMBd, er (e) a sepaarata 
and eanglata majoar tadostarlal pperatloa In eoof 
aeetioa "with tba perfoanaaee of tba eostraifit* ,^ 
(It) prorLaloaa for a reserve toader aa asproved self- 
Isstiraitte prosraa are allofmUe to the extent tliat 
the -^pea of eorrerase^ extent of coverage, and the 
sratea and preadxiaa voold lisve 'been allowed lias 
insurance iMea purchased to cover the risks; and 
coata of insurance oa the livea of offlcera, 
partners^ or proprietors are allovable to the 
extent that the insurance reporesents additional 
eoBvensaUoa (see ASEB 15-207.6). 
(3) Actual losses lAieh could have heen covered "by penoLssiULe 
insurance (through an u^s/vuved , self -insurance program or othend.se) are 
lovaUe unless eagjressly provided for in the contract, except: 
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(l) costs lacunred Ijeeause of losses aot covered tmder 
nmwfTiiiT dedaetiU.e Issonuaee coverage provided In 
keeglag rriLtk sound business praetlee^ are allovaUe; 
aai 

(11) oLnor losses not covered Iqr Insnraaee^ such as spoilage^ 
"breakage^ and dlsaepearanee of small hand tools, tdilch 
occur la tiw ordlaary cdorse of doing Imslness^ are 
allovaUe* 

(1>) Tnfli'mnlf lcatlon Includes securing tbe coBtraotor against liabili- 
ties to third persons and other losses, not coasensated hy Insurance or otherwise. 
Xhe Ctovemneat Is obligated to Indeanlfy the contaraetoor oaly to the extent eat- 
jressly provided for In the contaraet, eaceept as prorldad la (a)(3) above..^ 

15^205»17 Interest and Other Jlnanelal feosts* XDterest (hovever repre- 
sented), bond dlscotmts, costs '^'^ •^rftiwlng •r*ft "*i*«'*1* g T"niitlmffj legal 
and professional fees paid la eonnectloa ulth the preparatloa of prospectuses, 
costs of preparatlba and Issuance of stock rlc^ts, and costs related thereto, 
are Uaallovable except for Interest assessed bqr State or local taxtog author- 
ities under the conditions set forth la ASPS 15-20?.Ja. (But see ASES 13'20$»2k.) 

15-205*18 Labor Relations Costs* Costs lasuired la aalntalnlng satisfactory 
relations betveea the coatraetor and Its envlograes, 4»**»n^^iT ig costs of shop 
stevards^ labor managemnt eooBtttees, esglogree pcAGULcatlons, and other 
related activities, are allouable* 

15-205 >19 Losses on Otaiar Contracts* Aa excess of costs over Ineoott under 
aagr other contract (including the coatractor'a contrlbnted portion uxdar cost- 
sharing contracts), whether such other contrast Is of a simply, resesrch and 
dev^opBBBt,^ or other nature^ Is uaallovable* 
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15-205 »20 ifainteaaace and Bepalr Costa * 

(«> Costs aeeessazj tar tha iqdceep of p i- oi w ri^y (iselodlsg Governmezit 
BflToporty naloss otlaaxixLse provided for), vblch nelthar add to tha peraaneot 
ralue of tba proparty qor aspreelaUy proloiis its Isteaded UfOi Trot Iceep It 
la aa afiClolaat oparatlag conSltleB^. ara to traatad as foULovs (M sea 
ASEB 15-aG5«9): 

(l) aoonna]. aBlntaoaBea aad repair Msts aara alle«alila; 
(U) azfaraordLxiax7 inalateaaiiea and repair costs ara allomble, 
provided such ara aUocatad to tha periods to vhlch appU- 
cafcla for purposes of detaratalag contract costs. (But 
sea ASSk 15-107.) 
(b) Sxpeadltures for plant aad eqjolpaeat, ^tu>^r ^^r ^Q reliabllltatloa 
thereof, ^ch, aeeordLas to geaarally accepted aeaooBblsg prlaslplea as qnlled 
mider tha coatraetor's aataUlshek poUcy, shenld l)e ei^ltaUaad and subjected 
to depredatloa are allovaULa oalir oa a depreclatloa basis. 

l?-aO?.23. MMnftmturln g and: ProdBctloa^neenng Go8ts> Costs of naaa* 
factwlag aod prodncttoa ea6slne«iz«, laeliMttus eaglaeerlflg actlTltlas la con- 
fiectloa vlth tho tollmdt^ arm iJJ^onMj^i 

cuiTeut nanBtftetarlns processes soeb as aetloa " M™* 

**'»^* nethbto analysis. Job aialysls, and tool daslga aad 
l3B0rovainenb| aad - : 

ewreafc prbdaeUoa probleos, such as naterlals analysis for 
protectloa miltablllty and conpozent deslga for purposes of 
Bliqpllf^xig prodDctloa. 
15-205.22 Material Costa . 

(a) Itetortal costs Include the eosta «e such Items- aff rar nBterlala,. 
parts, sribassenftUes, coBBoneats, and aaauf acttoing si5»sdles, lAether Torchased 

-/ Q. - 29 - -r-. 
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outalda or UBimfactured "bj tbe eontraetoor^ aod aagr •*~ylt v^ ^ suck eoUatexal If"'^ 
as lii]MiaiiA.traa8poirtatioa aa& IxttrsnaLt loraraaee. la eoiqpratlng mterlal eos^ 
eoaaliiaratloB vUl te sLrea to reasoiaAle cmxivaa, spoilage, or def eettTe vork 
(eoneouiag eozxeetloa of defeetlTe voxk, see the vcovLsLoaa of tbe eostvact 
rela t i n g to Inspection and eeinrectlon of dsfectlTe voik). Obese costs are 
allooalile sobjeet, homver, to the provisions of (h) throuepi (e) helov* 

(h) Costs of oatezlal shall he sultaUT' adjusted for ^^ipUcahle 
portions of incoas sad other crecilts, lneludli« anralUhle trade dlseomxts, 
refOBds, rehates, allomaces, and cash discounts, and credits for scrap axML 
salTBge and material retomed to vendors* Such Ineoas and other credits «h«Ti 
either he credited directly to the cost of the aaterlal Involved or he allocated 
(as credits) to Indirect costs, loroyer, idxere the coatraetor can deaoonstrate 
that fallare to take cash dlscoants 'oas dae to reasosaULe clrcnastanees, such 
lost discounts need not he so credited. 

(e) Reasonahle adjustaents arlslx« from differences hetoeea periodic 
pfajTSlcal Inventories and hook iBveatcrles nagr he Ineluded la arrlvls« at costs, 
provided such adjustaeats relate to the period of perfomnee of the contract. 

(d) When the naterlals aire piurchased specifically for aa Idestlfliible 
solely ^vLtb perfomaace uadar a eoatanet, iibe actual purchase cost thereof should 
he charged to the contract. If aaterlal Is Issued froa stores, any generally 
recognized asthod of pricing such aaterlal Is acce!ptahle If that asthod Is con> 
slsteatly agiplled and the results are eq]iiltahle. Wbea estlmtes of aaterlal 
costs to he Inexomd la the fotare are 3req.uired, either uurr e ul, aarket price or 
anticipated aegTalsltloa cost aay he used, hut the hasls of pricing nost he 
disclosed. 
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(a) Charges for aaterlala, servlees, aai svQfpllaa sold or transferred 
iMtroea plants^ dlTlsloxis or organlzatloiis, under a eonmoa control, ordLnarllj 
shall 1M allomi.Ua to tbe extent of tba lover of eost to the transferor or cucrent 
market price. Bowever, a depsrtnre firoa this Isaals Is persdsstUle vhere (l) the 
Item Is regttlsrly nmifaetared and sold hgr the eonferaoter through eoBaereial 
ehannela and (11) it la the eoBfaraeter*s loi«-estaUlahed praetlce to price 
iater-argaalzatlon transfers at other thaa cost for coanBrcial TOtkj provided 
that the charge to the contract is not ia excess of the transferor's sales 
srice to its noht fanrored ettstonar for the saoa item la i^*** q:aaatit7, or the 
evrrent aarket price, lAichever ia loror. 

15*205.23 Orgaalzati on Costs, Eqpenditises, sneh as incorporation fee8> 
attorneys* fees, aecovntaBta* fees, hrekers* fees^ feea to proaotars and 
organizers, la connectloa uitb (i) orgaaizatioa or reorgaalzatioB of a boainess, . 
or (11) raising cartel, are nsallcnntble. 

15''205.24 Other Business Expenses . Sadaaed la this itea are such Teemxing 
eaq^enses as registry and transfer ehargea reaolting firoa changes la OHnsr^p 
of securities issued I17 -Ous coaferaetor, cost of afaardholdsrs* aBetings> Tyj ^i 
pro3^ solicitations, preparatioa and publicatloB of reports to sharehoUers, 
srqparatioa and stdadasioa of req^tdred reports aai f oraa to taxing and other 
regnlatogry' tedles; and 1h (Tl,<! fti i t a l eoata of directors aai coaatttee asetings. 
the ahbre and siallar costa are allowBlOe lAea allocated oa aa eq:aitable "tesis. 

15-205.25 OvertinB. Br fcwf n^y ffln jt and miti-ahUrt Prealuas . PreaLuas 
for overtime, extra-pagr Shifts, and anlti-ddft TOk are allovable to the 
extent agiroved pursuant to ABPR 12-102.ifr, or perMtted parsuaat to ASFR 
12-102.5. 
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15-205*26 Patent Cost8 » Costs of preparing dladosHrea, reports, and 
other doevaiBbs req.ulred \iy the eoatraet and of seareblsg tbe art to the exteire 
naeassaKy to aalM such luTenttoii dlsdosms^ are allomhle. In accordance «Ltli 
tha clauses of the contract relatli« to patents^ costs of preparing doctonests 
and aagr other patent costs. In ooaneetloa ilth tlia filing of a pate^b i^vpUcaUon 
TOuan title la convejed to the QovemaeBb, are allomfele. (SM ASFR 15-205.36). 

15«205.27 Pension Plana * See ASPR 15-205.6. 

15-205.28 Kaat Piroteetion Costs* Cdsts ef iteaa stusk as (i) mges, 

UBlforas,^ and eqiolpnent of personnel engaged In plant protection, (ii) 

depreciation on plant protection capital assets, and (idli) neeessarr expenses 

to 000917 vith Bllitary seenrltj req;iilreinsBts, are aliowalila. 

15-205.29 Plant Reconrersion Costs. Plant reconrarsion costs are tiiose 

incnrred Itt the restoration or reliahllitatlon of the eontraetov's fteeilities 

to qgiprdoclaatelor the saas eenditloa existing Imdlat^ prior to the coin»m^^ 

> Bsnb of the iBllitar7 contract to*, fair vear and tear eaccepted. BecosTerslon 

coata are mallorable except fear the coat of reaovlz« GGmnnent property and 

the restoraUoa or rdiakUitatioa costs caused hjr such reiDval. loweyer, in 

special drcnmstanees idbere eqjui^ so dietateB> additional costs my 1m alloned 

to tha extent agreed tqpoa iMtfore the costs are incurred. Whenever soeh costs are 

gLrea eonaidesratioa, care should exercised to avoid di^lication througji allo9» 

•nee as contingeneles, «a addittonal profit or fee, or in other contracts^ 

15-205.30 Rrecontra et Coatii* Rreeoatraet costs are those inenxred prior to 

the effeetlTe date of the contraot directlor porsnast to the negotiation and In 

antleipation of the avard of the eoatraet lAere sueh'ix»nxrenee is necessary 

to coBsljr^th the proposed contract deUrerr schedule. Such costs are allo«w 

ahle to the extent that they vonld have heen aUorahle if Inmocred after the 

date of the contract. (But see ASRB I5-IO7.) 
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15-205 »3L pjrofeaalonal Sarvlca Coata - Legale Aceomtlng, Bnglaeerla^^ 
and Otlier« 

(a) eests of professloaal sandees rea&ered "by -Uia .aienbera of a 
partiaiilar prof eaaloa itao an aot aiqplogrBes of tba eoirtaraetor ara aULomULe^ 
sd>4aot t9 (1)) aad (e) "beOaw, jduA xwoaaUa la mlatloa to tha aaxrleaa 
raadorad and liwa not eontiagaat tQoa r a e o y i ar / of tha costs firam tha dovermnestt 
(Iwt saa ASSB 15-205. 23«) 

(b) AtetoriB to eoasldarad la dataraLniiv "Oia aUovaUU-^ of costs 
la a particular ease Inslucle: 

(1) tba past pattflsra of sueh costs, partloialarljr la tba years 

prior to tiia aamrd of GoremaBBi contrasts; 
(U) tha Ijqpaot of Cte v a x ' iiMa at coatracts oa tha coatraetor!*s 
baslaess (l«a*, lAat aev proUoM httra airlsa^ 
(111) tha aattta asd scopa of naaagorlal sorvlees a^paeted of 

tha eoatraator's o«a orcpsalzatloas; aad 
(It) lAiathar propcrtlpa of GorerBmsab vork to tha eoa- 
traotor*s total >ttslBass la sash as to lafloaasa tha 
eonferaotor la fSsrar of lasvrli^ tha cost, partletaarOy 
lAera tba sarvleas randerad arc aot of a coatlaplog 
aatara and banra littls rolatloashlp to lark aadsr 
' . .Govar JiwuL coaiiraats • 
Bataiaar faaa to ba allovaUa aost ba reasonably sc^portad bj evldsaea of bona 
flda sarrLcas^-snrMllabla or razderad. 

(c) Costs of leeal, aoeonatlas, aad ooasoltiaer sarvleas, aad ralatad 
costs, laeairad la eonneetloa vlth orgaalzatloa aad raprsaolzatloa, dafansa of 
aatl-trvst suits, aad tha prosactctloa of claias sgaiast tha OovaroBBBt, ara 
tmaUomdaa. Costs of legal, aceoroatisg, aad eoasaltia^ sarvlcas, aad related 
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costs, l&ciirrad-ixi cumneetlon vLth p«t«iit IsfirlDgouBBt li.tlgsdd.0% are UDal'"^\ 
aULs valisft otlmrwls* provldsd for tn the eontaraet* 

15-205*38 Profits and Losges on Disposition of Plant, BcnrLrment^ or Other 
Capital Assets* Rraflta or losses> of aaj aatora arising from the sale or 
exehaoge jof plant, eq.tiliB«a(t, or other faqpital assets, - fffiyTx i ^t Tic sale or 
exshaage of either short or Imig term I n we stu ients, shallvte ezelndsd In 
ooagfMting contrast costs (tab see ASFR 15«205«9(h} as to hasls for dopreelaUon). 

15-205*33 Recruiting Costs* Costs 0(f 'Wp 'tmated'* advertising, operating 
eosts of an ea^loTasBt office neeessarj to seotire and aalntaln an adsq.nate 
labor foree, costs of operating an aptitude ani edoeatienal testing srograa, . 
tranrel eosts of eiqployees iddJ« engaged in reendting personnel, iind trmrel 
costs of iqpplicaBts for ixtterrievs for proapeetlTe ^sngploTonxt are allomAle. 
Hbare the eontraetor vmea eqpIogrBBat agencies, ecists niot lb excess of stax«a^d^ 
eofBMrcial rates for sneh secrvleea are also aUomULe. Costs of special 
fits or asalnnsnts offered to prospeetlTe esgloTees hesroad the standivd prae- 
ttoes in the industry are tmaUomAle* 

15-205* 3t Rental Costs (inclaaing SeOe ai^ Leasehadc of gaellitiea ). 
(a) Rental costs of land, building^ and ecpadpiBsnt and other 
personal propertgr are allosahiLe if the rates are areasoiaUA in U^t of sneh 
faetoqrs as rental costs of cOBQanihle fSeilitles and aazicet coniLtlons in 
tte erea^ the type> liftt eaqpeetaasj, condition, aai i»aliiB of the facilities 
leased^ options availahle, and otiier provisions of the ^rental agreesoBnt* 
Applleation of these factors, la sitoations lAere rentals are eztensively 
usedj^ aagr involve among other censidsrations, cooiparisen of rental costs vith 
the amDUBt :«hieh the eontraetor Treuld have received had it ovnsd the facilities. 
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(1>) Charges In the oature of rent IsetBeea plasts, dlTlalons, or 
orgenLattoas tmdar eomBoa eoiftrol are allovaibla to tb« extent sveh ehargea 
do aet exceed Hm adaraBl oosts ef ^of«Bershlp, such as depreeiatlon> taxes, 
Inscoraaee, aad aalateaaiiee; provided tliat ao part of soeli oosts shall di^llcate 
aaj otiwr alloved costs* 

(o) ttalesa otherwise speelfleaUy provided la the eoatraet, rental 
eolBta specified la sale aad lemww'haefc agreeasats, laotffred eoatraetors 
throned seUlBg plaat faelllUea to lavestuat orgisslsatloaff, sink as 
inaaraaee eonqpaoles, or to private Investors, and efoararreatly IfffwlTg laaek 
the seas facilities, are allovaUe only to the extent that sneh rent^ do 
not exceed the aaonat -vbi^ the eontraetor tnmld hsnre reeelTed had It retained 
legal title to the facilities. 

- 3.5-'205«35 Besearch aad Pervriopmsnt Costs * 

(a) Sasle research, for the ptspose of this Part 2, Is that t^ 
of research idilch Is directed toward laerease of kaiowledge la selenee. la such 
research, tiie prlaary «lm of the isvestlgataar Is a fuller 1^**^^^^^ or axder- 
staadlng of the snbjeet ander study, rather than axqr praetleal ^pUeatloa 
thereof. AppUed reseaireh, for the purpose of this Part 2, consists of that 
typ9 of effort which (l) aaomllar follows hasle research^ Vat aay not he 
sewahle fSroa the related haale research, (ll) represeatk efforts to detemlns 
aad 9XseaA the potoctlaUtlee of asv sdeatlfla discoveries or liqroveBBats la 
teehBelegr> mterlals, processes, ^avthods, darvlftes, aad technlqiBes, aai (lU) 
represents efforts to "advaace the state of the art." iisplled research does' 
aot laelade aagr such efforts when their prladiya ala la the deslga, developinBt, 
or test of specific articles or services to he offered for sale, which are wlthla 
the daflaltloa of the term devalopBsat as herelmfter provided. 
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(%) OsvelopBBBt l8 the systaaatle Tise of seieatlfle ksovledge 
TMch Is directed tomrd tbe prodoetloa of, or lasrovesesta In, usefal prodocts 
to meet spedfle perf orsBsee reqinlreBBBts, Vut exelofltve of aBaofaetarlag and 
sorodoetlon englseerlas* 

(e) A coatraetocr's ladqpe&deBb researeh aai dervelppaaBat Is that 
researeh aad dsvelopoBsfc lAleh is not sponsored %7 » coatraet, ^aab, or 
otiier arraogeBBnt* 

(d) A eootraotor's epsts of Independent research as defined In 

(a) and (e) alMnre shall he aUosahle as InUreet costs (snbjeet to paragraph 
(h) helov), provided thej are allocated to all vorh of the eontraator)* 

(e) Costs of eoatraetor's Indapendesb develppoent, aa deflaed in 

(b) aad (c) above (snhject to (h) helov), are aUov^hle to the extent tlut 
sneh developnat is related to the product lines for vbieh the Ooverment 
has contracts, provided the costs are reasonAle la aarast aad are fi^Ti^catti^ 
as indirect costs to all mnk of the contractor on such contract product Unas. 
In cases vhere a eontraetcr's normal coarse of hosiaese does not larolve pro- 
dactioa mik, the cost of independent developneat is allonAle to the extent 
that sneh developnent is related and allocated as aa iaairect cost to the field 

' of effort of Qo veruiue nt researeh aad developnBBt contracts* 

f (') £3dep«Ddeat research aad dereloposst costs shall Inclnde aa 
aaooBt for the absorptioa of their agnropriate shwe of iaairect aai admlals- 
tratire eosts> aaless the eoatraetor, la accordaaee vith its aeeonatlng 
praetlees conslstentlar appUed, treats such costs othennLse. 

(a) Besearch and dsvelopiBBBb costs (inolaaixs aammts c^taliaed), 
resardless of their nature, vhich were iaevred in aecottBtlng periods prior to 
the cmrd of a particular contract, are nnallonhle except vfaere allonhle as 
precontract costs (see ASSR 15-205*30) • 
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(h) OSw reasoxuOalsaeBa of expeadltores tea Indepeadexst research 
and dtfrelorpwit sbould dstensLaed In light of all pertLoeBt eozislder&tio& 
sQsh as prerloos eoatraetor research and defvttlcqagnaBt aetlTi-^, cost of past 
prosraoB aad chaages in seleoee aad. te^hiiologsr* Such ea^eodltores should Ise 
pursuant to a teoad plaaned poragraii^ ^oh is reasonahle In scope aod veil 
naaaged. »ieh expeodltorcs (especially for develapmsBt) should be senttlniaed 
with great care ia eoBoectioa with eoatractors ^se woric is pradoadaaatly or 
snibstaatlallar with the GorenamsBt. Adraaee agreenents as deserihed in 
ASPS 15-107 are particularly Ig^portaDt in this situation. In recognition 
tSiat cost Sharing of the coaferaetor's independent reseeffch and de^opaenfc 
projEraB my provide nDttvatibn for acre efficient aeeoiq^staneBt of such 
program^ it is desirahle in sons cases that the Govenaent hear less than an 
an ffi cflhle share of the total cost of the progm JhOev these eireunstaacesy 
the follovlng are anong the qpiproaehes lAich may Tao used as the hasis for 
agreenent: (i) reviev of the contractor's proposed indspenient research and 
dmlopmeat progran and agraearat to aeeept the allocahLe costs of specific 
jirojectsj (u) agreeasnt on a aaasianm dollar UMtation of costs, an 
portion of which will he accepted lay the GoversBBBsfe;. (ill) an agreeoenb to 
accept the allofah l e share of a percentage of tha contractor's ji^^^^r* research 
and derrelopoeat prograau 

15-205.36 Royalties and ether Costs f og Ifce of Patents . 

(a) Hograltles on a patent or anortlmtion of the cost of acqjdrlng 
hy purchase a patent or rif^hts thereto, necessary for the proper perf arsanee 
of the eonfaraet and appUcahle to contraet products oip processes, are alloroMe 
tmlesss . 
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(1) tbe Go w fliu enU has a lieease or tbe rl^^t to Aree use 
of the patent; 

(U) tbe satest lias beea adjtidleated to he InvaUd, or has 
heen adaialstratiTely detersLzted to he Invalid; 
(ill) the patent Is considered to he noeafoareeahle; or 
(It) tbe patent Is e^lred* 
(h) Special care should he exercised In detarnLnlog reasonahleness 
i*«re the royalties sagr ham heen arrl-red at as a result of less than arm's 
length haxgalnli^ e.g.: 

(l) royalties paid to persons, lm1nfl1.Bg coxporatlons> 
affiliated iiltb the contrastor; 
(11) royalties paid to vMfmiated parties, InelndlBg 

corporations^ nader an agreonsnt entered Into In ^'^^ 
conteiqplatlon t2iat a Govenmenb contract vould he 
aTOTded; or 

(HI) royalties paid tmdsr an agreeaent entered into after 
the aaard o£ the contract. 

(c) In aaor case inrolTlng a patent fornErly owned hy the contractor, 
the aacnnt of royalty allorod ahonld not e»eed the cost idilch would have heen 
allowed had the contractor retained title thereto. 

(d) See ASFR 1^107, regarding advaase tmderstaaiiags. 
15-205.37 Selling Costs . 

(a) SeUlag costs arise in the oarketlog of the contractor's prodoets 
and inelnde costs of sales proaotton, aegoUatlon, liaison hetveea Ctoveransnt 
representatlTes and contractor's persenasl, and other related acttvltles. 

-38- 
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("b) SaUlzig costs are allovaUe to tha extaat thay are reasoxtable 
and. are aTlnraWe to Govemneot bnslBess (irat see ASEB 15-IO7 aixL 15-205 .1). 
AUocaMlltx of seUlag eosts irill lae detendned la tba U^t of reesoaeJale 
'benefit to the Gka verua ie a t arising trcm sneh aeti-rlties as tedmlcal^ consnltliag 
demoastratloa^ end other serriees idsleh are for pox^ses such as applleatloa 
or ada^tatloa of the eontraatoer's jrodaota to Qo v e rn a ag fe use* 

(e) Ibtwlthstaadlng (h) ahors^ salasnan's or amenta' eoiipezisatlon> 
feea^ eoaadssioxui, pereeatages, or hrokarage fees, iHeh are eeatiageat 190a 
the avard of eoatraets, are allomhle oaHjf yHurn paid to bona fida eopleyeea 
er iMiaa fide established eoionareial or selling ageasies oalntalned by the 
eoatraetor ^ov the purpose of seetDdag hnslaesa« 

15-205 » 38 Servlee and WBrTagt5F=Cost8 » Sueh eosta iaalsds those arisii« 
trcm. falfiUaeat of axqr coatraatual- ohligatioa of a eonferaotor to prorvide 
servlees^ sveh as iastaUxkloa, training^ eorxecting dsfeists la the prodoets, . 
replacing defeetlve parts, aaking reftmda la tiis ease of inadeqiaate perforsBnee, 
ete* Hhea not IneonsiffteBt vitli -Oie terns of the coBbraet, saeh service ai^ 
VMULTauliy eosta are allovaULe. Bovsver, ciSw^^hoiOd he exercised to arold 
d«^E>lieatloa of the allomnee as aa eleasat of heth estlnated prodoet cost 
and ride. 

l5-805»39 Severaaee Pay* 

; Sereraace pfgr# also coamoaly r e f erred to aa disntssal vages, 
la a paarxMBi la addltioa to regular salaries and vages, V coatraetors to 
'voskers iriiose eiqployinaat is being terntnated. Costs of sereraaee pagr are 
allovahle otLLy to the extent that^ la eaeh case> it is rBq:alred by (i) lay, 
(11) envloTer-ea^loyee agreeneat, (ill) estaUlflhed poUoy that coasUtates, 
la effeot> aa lagplled agreeneab oa the eoatraetor*s part, or (ir) drctmstaases 
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Of the particular enrployi^irt. - Z^,, 

("b} Costs. Qt Bereraxsce payine4(its are divided into tvo categories 
as foUovs: 

.» ^ ■ . i--,MJ*:: ■■■■ ■ ■ v ,1.,., . . . : 1 V- VW '^.^ .i .... , ■ -! , ; . .... 

(i) actual nozmol t^orBOver se^erazice payments sfaall "be 
aLLlocated. to all -work perfozned in the contractor's 
plant I ox, -wiiere the conttactor provides for accrual 
Of pay for normal severances such method, will he 
acceptable if the amount of the accziial is reasonable 
la light of paQODents actually made for normal 
severances over a representative past periodj^ and if 
amounts accrued are allocated to all vork performed 
in the cantractw's plant; and 
(ii) ahnoimal car mass severance pay is of such a conjectural^...,^ 
nature that measur^snent of cost hy of an accrual 

Will not achieve eq:uity to both parties* Thus accnaals 



for this purpose aore nqt allowahle» However j,. the 
GcverDment r^ognizes ltd ohligation to participate^ 
to the extent of its fair share, in any specific 
pajyment* Zhua^ aUovahility will he considered on a 
case-hy«-case hasis in the event of occurrence. 
15^203 Special !tooling Costs > IQie t«m ^'special tooling" means 
all JigiS|r diee^ fixtiores^ molds, pattema, special t^s, special gauges, 
special test, equipmaxtx other special equipment and manufacturing aids, 
and replapemnts thereof, acq^xired or manufactured hy the contractor for 
use Ijt.the performance of a cozrtract, vhich are of such a specialized 
nature that, without stOsstantial modification or alteration, their use 
±A limited to the production of such sixppli^s or pdrts thereof, or the 
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pcTfomfiBice of such senricffl, as are pcctillar to the needs of the Governiaeiit. 
Bae tern does not Include: (i) items of tooling or equipment acquired by 
the contractor prior to the contract^ or replacements thereof^ vhether 
-or not altertsd or adairted f or use In the performance of the contract^ 
(ii) consumaJjle small tools, or (ill) general or special/machine tools, 
or similar capital items • The cost of special tooling, ybm acquired 
for and its usefuJjiess is limited to one or more Governmeait contracts, 
is allovable and shall he allocated to the specific Goveimceat contract 
or contracts for ^Aiich acqjiired^ 
15-205.^1 Taxes > 

(a) Taxes are charges levied hy Federal^ State^ or local gpTOr- 
merrfcs. OSiey do not Include fines and penalties except as otherwise provided 
herein* In geaMSral, taxes (including State and local Income taxes/) whlch.the 
contractor is required to pay and -srtilch are paid or accrued In accordance 
with gen«ally ac«o?ted acccwrting principles are allowaWLe, except for: 
(i) Federal income and excess pirof its taxesi 
(ii") taxM In: comectiqax with financing,: refinancing or 
refunding cqperations (see £SESt 1^-205 .if); 
(ill) taxes from uhlch exeorpticats are arailahle to the 
contractor directly OT availalxLe to^^^^U 
hased on an ««5tion afforded the 
when the confcracting officer deteciaines that the 
adalnistrat iye 'burd« incident to ohtalnlng the 
exenipticm outweijjbLS the corresponding heneftts 
accruing to the QcrezTUBeotji and 
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(iv) special asBessmeits on land which: represcait capital 
iik^jXivf^f ifbgnts ♦ 

{'b) Taxes otherwise allowable under (a) fitbOTe, hut iqKm which a 
claim of illegality or erroneoiis asaessneiit exists,, are allowahlej provided 
that the coatractor prior to payraescrt of such taxes: 

(i) proBiptly requests Instructions front the contracting 
officer cozzceznlng such, taxes; and 
(ii) takes all action directed "by the contracting officer, 
including cooperation with and* for the henefit of the 
Government to (A^ determine th^ legality of such 
assessment or, (b) secure a refund of suchi. taxes. 
Reas on able costs of any such action undertaken, hy the contractor at the direc 
tion or with the concurrence of the contracting officer are allowable. 
Interest and penalties incurred "by a contractor by reason of the nonpaymeni 
of any tax at the direction of the extracting officer or liy reason of the 
fallurt of the contracting, of ficer to assure timely direction after prompt 
reqfjaat therefor, are also Allowable* 

(c) Aay x^fund of taxes, interest, or penaiLties, and any payment 
to the contractor of Interest thereon, attributable to taxes, interest,^ or 
pewaties which were allcwed as contract costs, shaOi he credited or paid 
to the QoT'&nmexxt In the manner directed by the Government , prorided any 
ircbewsst actually paid 03f credited . to a ciintractor Incident to a refund 
of tax, interest or penalty shall he p€d.d or credited to the Government only 
to the extent that such Intesrest accured over the period during which the 
contractor had been relaibursed by the Government for the taxes, interest 
or penalties. 

- 42 - 
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^S-^9?nA? Trade. Bualpaaa- Tflehn^/jal and ProfflMionAl, A^ Mvttv Cofltw, 

(a) MBinberahlta. ..ihla eatagorj inelndes eosta of oaoberahlpa 
in trade, baaiaeaa, technleal, asd profeaalonal organizatlosa. Such eoata 
are allowable* 

(b) StibaerlptloBfl. Thla item Ineltdea eoat of aubaerlptloss to 
trade, bualneaa, profeaalonal, or teehslcal periodlcala. Such coats are 
allovable, 

(o) Msfltlnpa «r^A Confereneaa. This itea ineludea coat of oeala, 
tranaportatlon, rental of facilities for maetings, aad costs incidental 
thereto, when the jrinary pirpose of the. inetvrenee of such costs is the 
disseainatibn of technical information or stlaolation of iroduction. Such 
costs are allowable. 

(a) Coata of preparation and maintenance of a program of inatruc- 
tion at noneollege level, deaigned to inereaae the vocational effectiveness 
of»bona fide emploTees, including training materials, teartbooks, aalariea or 
wage*: of traineea (excluding overtime compensation which mi^t ariae there- 
&om), and 

(i) salarie» of the director of training and ataff when the 
■ : I >■ training program is conducted bj the contractor; or 

(ii) tuition and fees when the training is in an 
institution not operated bj the contractor ; 

are allowable. 

(b) Costs of part-time education, at an under-graduate or 
post-graduate college level, related to the job requirements of bona fide 
emploTees, ^t^rt^n<^^wg only: 

(i) training materials; 
(ii) textbooks; 
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(ill) fees charged lay the educational Inatlttitlon; 
(iv) tuition charged bjr the educational institution, or 
in lieu of tuition, instructors' salaries and the 
related share of indirect coat of the educational 
institution to the extent that the sum thereof is 
not in excess of the tuition which would have 
been paid to the participating educational 
institution; and 
(v) straight-tizne compensation of each employee for 
time spent attending classes during working hours 
not in excess of 156 hours per year where circum- 
stances dp not permit ther operation of classes or • 
attendance at classes after regular working hours; 

are allowable* 

(e) Costs of ttdtlon, fees, tralzdug materials and textbooks 
(bat not subsistence, salary, or any other enoluaents) in connection with 
fulltine scientific and engineering education at a post-graduate (but not 
under-graduate) .oollege level related to theK|db requirements of bona fide 
emplc^s for a total period not to exceed one school year for each employee 
Bo..tpained, are allowable. In ususua^. cases vfaerr required by military 
teehaology, the period may be extended. 

^ (d) Maintenance expense, and normal depreciation or fair rental, 
on facilities owned or leased by the contractor for training purposes 
are allowable to the extent set forth ia J^PR 15-205.20, 15-205.9, and 
15-205.34, respective V. 

(e) Grants to educational or training institutions, <ti«^iHlTig 
the donation of facilities or other jroperties, scholarships or fellowships, 
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ar(9 cpnaldered conteibutiona and are allowable, 

^g"^?i4A Tyqpapartftt^ofi Coal^a . Trassp^atlon costs iooltide freight, 
express, cartage, and postage charges relating either to goods purchased, 
in process, or delivered. These costs are allowable. When such costs can 
readily be identified with the items involved, they nay be directly coated 
as transportation costs or added to the cost of snch items (see (22) above). 
Where Identification with the materials received cannot readily be made, 
inbound transportation costs may be charged to the approiriate Indirect 
cost accounts if the contractor follows a consistent, equitable irocedure 
in this respeotw Outbound freight, if redaborsable under the terms of the 
oootraot, shall be treated as a direct cost. 
15-205.A^ Travel Coata. 

(a) Travel costs include costs of transportation, lodging, sub- ^ 
sistence, and incidental expenses, incurred \fj contractor personnel in a 
travel status while on official eompajy business. 

(b) Travel costs may be based upon- actual costs incurred, or 

on a per diem or mileage in lieu of act^ costs, or on a combination 

of the, two, provided the m«thod used does not result in an unreasonable 
oharge.. 

I (p) Ttavel costs incurred in the normal course of over-all 
iaminlitration of the business are allowable and shall be treated as in- 
direct'; costs. 

(d) Ttavel costs directly attributable to specific contract 
parformanoe are allowable and may be charged to the contract in accordance 
withvthe irinciple of direct costing (See iSPR 15-202). 

(e) Necessary, reasonable costs of family movements and personnel 
»**Tf««"*% a special or mass nature are allov«a)le>i subject to allocation 
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on the ba0la- of work or tine period benefited when appropriate. (But see 
ASER 15-10tI) 
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Part GuldeHnes for iippllcatian In the ITegotiatlon 

and Aflxalnlfltratian of I±sed-Price Type Contracts 
and In tlie Uegotiatloa of TeiinliiatlQn SettlcanerrtB 

15«6)0 Scope of Farb > This Part prorides guidance for the use of 

Parts 2, 3, and k <a this Section X7 ia.the evalmtion of costs In pricing 

of negotiated fixed-price type contracta and stibcoatracts In those 

Instances ^Aicre sxuih evaluation la rectuired to establish prices for snch 

contracts and (il^ in the negotiation of temlnatian settlements^ 

^5-601 Defiaitlott of IBLxed-Price Contracts^ '"Hjced-price type" 

cfontracts Inclxide, for purpose of this Part^ the. following: 

(i) film fix^-price contracts (iSER 3*^3-l) 

(ii) fixed-price xjpntracts with escalaticax (ASER 3-Jm>3.2) 

i±l±) fixed-price contracts proridlng for the redeterxolnation 

of price (Mm 3-^3*3) 

(iv) fixed-price Inceatlye contracta (ASER 3-i«>3.1f> 

(t) non-cost-reinfltmrsalale pc?rtion of tline and. materials. 

contracts (A3H{ 3-i*05#i) 

(vi) laibor-haur ccntracta (iSSER 3'hG^.2^ 

Basic Considgratlons^ (a) Bhder fixed-priqe type contracts^ 

the iiefiptiated price is the hasis for payment to a contractor whereas 

allowable costs are the hasis for reliBtoizracment md» couBt -reimbursement 

type contnscts* Apcor dlngT y^ the policies and procedures of ASER Bection 

Part 8^ ax5^^ aoyenilng and shall he fbUow^d la th^j negotiatlpn of fixed-price 

type coaxtracts* Cost and accounting data nay provide guides for ascertaining 

fair cpacpensation hut aare not rigid mefaawes of it*. Other types of data^ 

criteria^ or standards msy furnish equally reliable guides to fair com- 

pensatlon.. a3ie ability to apply standards of business Judgntent as distinct / 
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fzxm. strict accouzrfcljxg principles Is at the hearb of a negotiated price 

(>) Anong tlie different types of flxed-price type contracts, 
the need, for consideration of costs raries conslderahly as indicated 
helovj 

(i) Retrospective Rrlclng and Settlements > In neaotiatlng 
f Im fixed prices or settlements for vorlc ^^ch has heen 
ccaaplefced at the time of negotiation (e*g», final nego^ 
tiatipns mader fixed-price incentive contracts, redeter- 
mination of price aftsET eoanpletlcit of the vark, or 
negotiation of a settlement agreement voder a contract 
temctoafced for the convenience? of the tki ni ! eiauae gfe)> the 
treatment of coats is a major fiactor In aixlTlng at . the 
aoo«nt of the price. or settlements Bowever, eveii in 
these situatignsjr the finally agpe^ I*rloe or settle- 
ssent may rerpreseart something, other thaxt the sum total 
of accejrtaliLe costa profit> since the final price 
accepted hy each party does not necessarily reflect 
agreement on the evaluation of each element of cost, 
i Inzt rather a final resolution of all issues In the 

negotiation p3?ocess# 
{11) Forvard Pricln^^ Ihe extent to -which gQgtg iti-rr^f^wr^y 
forward pricing varies greatly from case to case* In 
negotlaticos covering fut\ure vork, actual costs cannot 
. he known and the inpqrtance of cost estliaates depends 

on the circumstances* The contracting officer must 
- . 
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consider all the factors affecting the rcasonahleness 
of th^ total proposed price^ such as the technical^ 
produ^loa or flixazKlal rlsJi^^u^ the complexity 
of yosfk^ th# extezrt of conzpetitlTe pricing^ and the 
contractor's record for efficiency, ecanony and 
ingesmlty, as as araLls3»le cost estimates^ He 
must "be free to 'barg!B4n for a total pylce vblck 
eqjxltahly dlstrihufces the risks het^weea the contractor 
and the GoveiBmeBt azid provides Incenfcives for efficiency 
and c<»t reduction* In negotiating ^oich a price, it is 
not poBSlhle ta Idartliy the treatment of specif Ic cost 
elements aince . the hargalnlTTg is or a total pylce basis* 
Htcaa, T&ile cost data is often a valuable aid> it will nr^"^ 
control TOsotlatiqn of prices for wark to be perfoimed, or a 
target prl<»: imdear an injc«?ttt It* contract* 
^5-603 Cost Principles and tChelr Use* (a) T&eas,. pursuant to ASER 15-602, 
coats ar» to be consider^ In the negotiation of fixed-price type contracts^ 
the aEpropriate Bart of thla S^wtian X7 shall be used as a guide In the 
enraluskiott of cost data requiwfd establish a fair and reasonable price In 
COTjvj^ctl^ Tflth.c*he^ perblneaat consldi^^ as set forth japi* fully in 

(b) lifc retrosp€CfciT« pricing^ -wheaerer an oecaslott arises in 
/which Sttc^i^ of a sp^ific itas of cost becomes an issue, the 

appropriate part ^ this Secti<m X7 vlll serve as a guide far the contracting 
officer in his conduct of negotiations* 
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(e) la aprplylng tills Sectiooi X7. to fjbced-prlce coxrtraets^ 
cGQErtractlss'. officers vlll: (i) not \se expected, to negotiate agr^ment 
on evexT IndiridttaL el gment of 90st; and (ii) Im expected to xise their 
JtbS^Best as to the degree of detail is: iddclt they consider the IndiridaBl 
elenesxts of cost in azrlTing at their eraluatico; of total cost, idiere such 
craluatioa is apprujjriate* EowetreT;^ the jxegotlation record should fuUy 
substantiate and jxistlfy the removing Te ftfllng to aziy ne^iated price» 

(d} In order tg pendt tl&e prosper evalnatiog of cost data v 
suhmltted hgr contractors for ^e In negotistlng prices^ it may he z&ecessaiy 
to oVbaln TireakdovnB or recount mal^raeB In respect to sane eost Items 
p^leuljBrly thoffs vboee treataant mEQr "be ^^pendent xtpoo: special eixetm* 
stsBces OS stated Is t]3)9 srijaeiples.. Cdoatractocs -hUX te expected to W 
respqnslVe to rensonatilet regaests far data of ^i*-*" tri-nA. 



50 



DRAFT 

27 April 1959 

- . PROPOSAIS TO COMPORM ASER 

SECTION' mi TO ASER SECTI0H .X7 

Deletlona ; 

TIabLe ot Contents 
d-213 Cost F^rinelples i^^ipllcable to t}ae Settlement pf Certain 

ITeEnoinated Research and Sevel^anent Contracts* 
8-302 Statemait of Principles for Consideration of Costs. 

Piart g 

Pages S2f}p QSL 

8-213^. . Cost Principles .^pUcable to the Settlenient. of Certain 
Texninated Research Slid ]}evelop!aent Oontracts. 
be. replaced, "by new msterial.) 
. Part 3 

Pa^s 823 through 831 . 
8-302 Statement of principles for Consideration of Costs, 
(To "be replaced- by reference to new 8-313^ ) 

Aadltlons: 

Table of Contents 

8-213 Cost Principles ^spllcable to the Settlenent of .*]fexmlnated 

V ■ ■ . • ■■ . ■ . 

Contracts, 

8-30S Cost PWnciples Jfeplicstble to the Settlement of Ifeimlnated 
Contracts, 
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Part 2 

Coat Prliiclples Applicable to the Settleanart of Terminated 
Contracts ^ In- the condld^ritlcfli of costs Incident to the. 
negotiation of teimlnatlon settlements^ the cost principles 
and procedures In the applicable Part of ASPR^ Section 
shall he used as a guide In conjunction with those set 
forth helov: 

(1) Common Items # The cost of Items reasonably, luasible 
on the contractor's other vork shall not be coijt- 
sldered acceptable unless the contractor submits 
evidence^ that it could not retain, such items at 
cost withoiit sustaining a loss ♦ In deciding 
whether sizch items are reasonably usable on other 
work of the contractor^ the contracting officer 
should consider the contractor's plans and orders 
for current and scheduled production. Contempo- 
raneous purchases of common items by the contractor 
shall be regarded as evidence that such itema are 
reasonably usable on the contractor's other work. 
Any acceptance of common itans as allocable to 
the tenaizxated portion of the contract should be 
limited to the extent that the g.uantities of such 
items on hand^ in transit^ and on order are in ex- 
cess of the reasonable qtipntitatiye requirements of 
other work. 

2 
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<il) Costg gontlnulng After Termination . If in a par- 
tlctilar case, despite all reasonable efforts Tjy 
the contractor, certain costs cannot be discon- 
tinued immediately after the effective date of 
termination, such costs are generally acceptable 
within the limitations set forth In fiSBR X7, and 
this paragraph 8-213, except that any such costs 
continuing after temlnation due to. the negligent 
or wilful failure of the contractor shall be con- 
sidered xinacceptable» 
(ill) initial Costs, including staitlng. load and pre- 
paratory costs, are generally acceptable. 

(a) Starting load costs are costs of a non- 
recurring nature arising in the early stages of pro- 
ductlOT. and not fully absorbed becaxise of the termination. 
Such, costs may include the cost of labor and material, 
and related overhead attributable to such factors as (l) 
excessive spoilage resulting from inexperienced labor, 
(H) idle time. and . subnormal, production occasioned by 
testing , and changing methods of processing, (m) employee 
training, and (l7) unfamlliarity or lack of experience with 
the product, materials, manufacturing processes and tech- 
niques. 

(b) Preparatory costs are costs Incurred in pre- 
paring to perform the teyminated contract. Including costs 

3 ' 
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of iiiitial plant rearrangemeirt and alterations, manage- 
ment and personnel organization,, production planning 
and similar activities, 'but excluding special machinery 
and equipment and starfcing load costs. 

(C) If initial costs ax*e claimed and hsive not 
been segregated on the contractor's books, segregation 
for settljsmexxt poorposes shall he m^de from cost reports 
and schedules irtiich reflect the high. unit cost incurred 
during the early stages of the contract* 

(d) Whai the settlement proposal is on the iJOirr 
ventory basis, initial costs should noimflOIy be allocated 
on the biasis of total end items called for by the cpn*- 
tract Immediately prior to termination; howsver, if the 
contract includes end items of a diverse nature, some 
other equitable basis may be used, such as machine or 
labor hours* 

(E) When initial costs are included in the 
settlement proposal as a direct charge, such costs shall 
not also be included in overhead. 

(f7 Initial costs attribirbable to only one con- 
tapact shall not be apportioned- to other contracts, 
(ivy* . Loss of useful value of ^special tooling> specisJ, 
machinery and equipmeat is generally acceptable ; 
provided (A) such special tooling, machinery or 
equijanent is not reEis<:»iably capable of use in the 
k 

TAB B 



DRAFT 

27 i^ril 1959 

other worjc of the contractor; (b) the interest of 
the Govermnent is protected by transfer of title 
or tsy other means deemed ajrpropriate hy the contract- 
ing of ficer; and (c) the loss of useful value as to 
any one terminated contract is limited to that por» 
tion of the acquisition cost, vhlch hear? the same 
ratio to the total acquisition cost as the terminated 
portion of the contract hears to the entire ter- 
minated contract and other Gcriremment contracts for 
Vhlch -the special tooling, special machinery and 
equipment yas acq]uired# 

(v) Rental costs mder unexpired leases are generally 
acceptable vhere clearly shown to have heea reason- 
ably necessaiy for the performance of the terminated 
contract, less the residual value of such leases, if 5 
(a) the amount of such rental claimed does not 

exceed .th$ reasonable use value of the property leased for 

the period of the contract and such further period as may 

be reasonable, and 

(H) the. contractor makes ail reasonable efforts 

to terminate, assign, settle, or otherwise reduce the cost 

of such lease* 

There also, m^ be Included the cost of alterations 
of such leased property/,, provided «uch alteration^ 

5 
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. were necessary, for the performsAce of the contract^ 

• and of reasonable restoration required, hy the pro- 
visions 'of the leaser 

(vi) Settlement expenses incliading the following are 
generally acceptable; 

(A) accotutiting^; legale clerical^ and similar costs 
reasonably necessary for (l) the preparation and presenta- 
tion to contracting officers of settlement claims and 
supporting data with respect to the terminated portion of 
the contract;^ and (n) the teimination and settlement of 
subcontracts; and 

{B) reasonable costs for the i^toragej, transport a-^ 
tion^ protection^ and dispobltion of property acquired 
or produced for the contract* 

(vli) Subcontractor claims s including the allocable por- 

* 'jtlon of cl&ims which are common to the contract 

and to other work of the contractor are generally 
acceptable • ' 
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Part 3 

8-302 Coat Principles Applicable to the Settlement of Teimlnated 
.Contracts . See ASER 8-213« 
Reference Changes 

8-303(a) Fag^. 831 - liine 1|- change parenthetical referoiee 

8-302(h> (27) to 8-213 <vl). 
8-30^1)) (ui) . Page 832 - Line 3 change parenthetical refeirence 

8-302(h) (13) to 8-213 <lii>. 
8-503*5. Pagie 81^1 - Idne 5 change paresthetica! reference 

8-302a (l)(a)(ll) to 8-213 (l). 
8-701 Claijse par(f) - Pag^ 662 - Line 3 change reference 8-302 to 

8-2L3* 

8-703 Clause par(f) - Page 872 - Line 3 change reference 8-302 to 

8-213. • 
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CONTRACT COST FRIBCIFLES 



DRAFT 
1 July 57 



15-000 Scope of Section . Th±a section contains cost principles and stand- 
Prir^n, to be applied in the determination of historical costs; the preparation 
and presentation of cost estimates by contractors; and the review, audit 
and evaluation of cost data in contract negotiation and administration.^ 

Part 1 - Applicability 



Scope of Part . This Part prescribes the circumstances under which 



15-101 

cost principles shall be used and the nature of that use in different HI 
situations in which costs, or an evaluation of costs, are a factor in the ^ 
negotiation and administration of negotiated contracts and subcontracts » 



15*101.1 Comprehensive Use > P&rt 2 is prescribed for use, generally, by 
contractors in providing pricing, repricing and tenaination settlement 
proposals; by audit agencies in their advisory capacity of providing 
accomtlng Information; and by contaracting officers in the evaluation of 
cost information whenever such Information becomes a factor in pricing 
or tei ml nat ion settlements. Specifically, the nature of the vise shall be 
as follows: 

(a) General Uses . Part 2 shall be used (i) as the contractual 
basis for cost allowances in cost-reimbursement types of contracts 

( Including cost-reimbursement type subcontracts thereunder and the cost- 
relmbursonent portion of time and materials contracts); (ii) as the con- 
tractual basis for the settlement ^ of terminated contracts when settlement 
is made by deteiminatlon of the contracting officer pursuant to ASPR 
8-309; (iii) in the settlement of teiminated cost- reimbursement contracts 
when the contractor elects to "voucher out" costs pxirsuant to ASPI 
(iv) by prospective contractors and contractors in the submission 
and price analyses in sxipport of pricing, repricing, 

and settlanent proposals laader teiminatlon; and (vy.^«S^the basis for Jaudit 
reports* In connection with (iO, (ii) and (Hi), Part 2 will be incorpo- 
rated by reference in the contracts in order that the principles may be 
made binding upon the Ctovemment and upon the contractor* 

(b) Use in Retrospective Pricing and Settlments . In arriving 
at fixed prices or settlements for work which has been cc^pleted or sub- ^ 
stanilally ccmxpleted at the time of negotiation, as in final negotiations 
under fixed-price incentive contracts, redetermination of price after com- 
pletion of the work, negotiation of final negotiated overhead rates 
pursuant to ASPR, Part 7, Section III, or in negotiated settlements of 
contracts terminated for the convenience of the Government, Part 2 shall 
serve as the basis for the development and evaluation of cost data, and 
in any event for the resolution of questions of acceptability of costs. 

In such transactions, the treatment of costs is a major factor in arriving 
at the amount of the price or settlement. Negotiation is usually limited 
to that portion of the price or settlement amount which consists of the 
resolution of costs not specifically treated in the cost principles, dis- 
puted questions as to reasonableness of costs, settlanent of anticipated 
close-out e3q)enses and frequently profits. The finally agreed price or. 




settlement represents /something more than the s^m total of allovable costs 
it ref lectsja final resolution of all issues in the negotiation process • 
It must be recognized that, in negotiation of a price or settlement, the 
pairbies agree on a final price acceptable to each, which price does not 
necessarily reflect agreement on the evaluation of each element of cost 
thereof. 

(c) Use in Forward Pricing. Oto the extent that costs are a 
factor in forward pricing, these principles apply to the development and 
evaluation of cost data* The extent to which costs influence forward 
pricing varies greatly depending upon the ciarcumstancea^of each negotiation. 
Thus, while Part 2 will be xised to evaluate co6€^fia?a^*lt will not control 
the negotiation of prices for work to be performed in the future, as in 
firm fixed-price negotiations, inteimediate price revision negotiations 
covering, in ^ole or Important part, work which is yet to be performed, 
or in target price negotiations under incentive contracts* In negotiations 

Si ^^ ^^^i^a^t^B ^ \xpon -toeTcirc lmstanc^ ^ - 

The ciovemment negotiator must be awafe^ all of the factors ^Aich ml^bt 
have an effect on his judgment as to the reasonableness of the total pro- 
posed price, such as the technical, production or financial risk assumed, 
con5)lexity of work, competitive pricing, contractor's record for efficiency, 
economy and ingenuity, as well as available cost estimates ♦ However, in 
the negotiation, he must be free to bargain so that he can e^ive at a 
total price which equitably distributes the risks as between the contractor 
and the Government and provides incentives for efficiency and cost reductior"''^ 
^In arriving at such a price through bargaining, it Is not possible to 
identify the treatment of specific cost elements since the bargaining is on 
a total price basis. Such pyipffg tn^y ]K^ro^injToH -yitrhout disciassion of cost 
factors and will not reqlmre negotiatedrSB6lu€l?5irTlf^ — 
acceptability of individual elements of costs. Nevertheless, when the 
question of acceptability becomes an issue. Part 2 will serve as a guide 
in the resolution of the issue • 

15-101*2 Definition of "Allowable^^ and "Allowed'' In Relation to Negotia- 
tion of Prices, Termination Settlements and Overhead Rates . The words 
"allowable," "allowed," and the like, used in Part 2, and as applicable 
to the negotiation of prices, teimination settlements and overhead rates, 
mean that the cost principles contained herein will be considered by the 
contracting officer to the extent appropriate as a basis for the evalua- 
tion of the cost factor. It does not mean that the negotiation is to be 
undertaken and pricing is to be predicated upon mechanical rules or 
mathematical formulae. 

Part 2 - General Principles and Standards for Cost Consideration 

' 1^*200 Scope of Part . This Part contains general principles for the 
/ evalmtion or determination of cost in supply, service, and research and 
^ dev^pment contracts and subcontracts with commercial organizations 
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j-5-201 Basic Considerations « 

15-201.1 Composition of Total Cost . Total cost includes the allovable 
direct and indirect costs allocable to the contract, incurred or to be 
incurred, less any allocable credits. 

15-201.2 Definition of Allocable Cost . An allocable cost is one which is 
assignable or chargeable to a contract, product, product line, process, or 
class of customer or activity in accordance with the relative benefits 
generated or other basis of relationship. Thus, a cost allocable to a 
Government contract is one which: 

(a) was incurred specifically for the contract. 




(b) benefits both the contract and p^st^^tjir Government and 
other work and can be distributed to then in ^onable '^portion to the 
benefits received, or ' . 

necessary to the over-all operation of the business, 
although a direct relationship to any particular product or process cannot 
be shown. ■ ■ ■ 

(dj /does not involve^ transactions related to the capital of the 
business, or^s not otherwis^^duded by this Section or other specific 
contractual provisions. Tcv t , /iiurf/i f*ft >t^uvv>m 

• - - . ' ' ■ 

15-201.3 Factors Deteimining Allowability of Co st. Factors to be consid- 
A,^J.ff«* ^ dexemining the allowability of individual items of cost Include 
^r^tM^ Xi.) reasonableness, (ll) application of those generally accepted accounting 
1^ IV principles and practices appropriate to the particular circumstance, (ill) 
exclusion of particular items of cost as a matter of ptiblic policy as spe- 
cifically set forth in this section, and (iv) significant deviations from 
the established practices of the contractor which: would substantiaUy • , a 
increase allowable cost. - 'LJ*^ 

15-201. I|» Definition of Reasonableness . A cost is reasaonble if,| by its 
nature or amount, it does not exceed that ^idi would be Incvirred by an 
ordinarily prudent person in the conduct of competitive business/ Hence, 
the question of the reasonableness of specific costs must be scrutinized 
with particular care in connection with companies or separate divisions 
thereof lAlch are doing the preponderance of their business with the 
Government and T*lch, therefore, are not subject to competitive restraints. 
What is reasonable depends upon a variety of considerations and circum- 
stances involying both nature and amount of the cost in a specific case. 

Di forming an opinion concerning the reasonableness of a given 
cost or expenditure, consideration should be given to: 
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(a) Whether the cost Is of a type generally recognized as 
ordinary and necessary for the conduct of the business and the perfoinance 
of the contract. 

(b) The restraints or requirements Imposed by such factors as 
generally accepted sound business practices, am's laigth bargaining. 
Federal and state laws and regulations, and contract teims and specifica- 
tions. 

(c) The action that a prudent business nan vould take in the 
circTjmstancea, This consideration shoijld include his responsibilities to 
the owners of the business, to enployees, customers, the Government, and 
the public at large. 

15-201.5 Credits . Any Income, rebate, allowance or other credit relating 
^ to any allowable cost earned or expected to be earned during the period of 
contract perfonnance shall be credited to the Govemmait either as a cost 
reduction or by cash refund, as appropriate. 

15-202 Direct Costs . 

(a) Krect costs are those incurred or to be incurred solely for 
1*e benefit of a single cost objective. Costs incurred or to be incurred 
solely for the benefit of the contract are direct costs of the contract and 
are to be charged directly thereto. Costs incurred solely for the benefit 
of other work of the contractor are direct costs of that work and are not 
to be charged to the contract directly or through overhead allocation. 

(b) This definition must be applied to all items of cost of 
significant amount regardless of the established accounting practices of 
the contractor unless the contractor demonstrates that the application of 
his current practice achieves substantially the same results. Direct cost 
items of minor amount may be distributed as indirect costs as provided in 
ASPR 15-203. 

(c) Classification of an item as a direct cost is not deteimined 
by its incorporation in the «id product as material or labor. A direct 
cost is any cost incurred or to be incurred for a single cost objective; 
e.g./ contract or other work regardless of the natxa« of the item. 

yl5-203 Indirect Costs . 

^Tr~SSjFect costs are those inc\irred or to be incurred for more 
than one cost objective and those minor direct cost items considered to be 
Indirect costs for reasons of practicality. Thus, after direct costs have 
been determined and charged directly to the contract or other work as appro- 
priate, indirect costs remain to be allocated to the several classes of work. 

(b) Indirect costs shall be accumialated by logical cost groupings 
which are in turn distributed to the cost objectives. The groupings should 
be determined so as to permit a distribution weighted in accordance with the 



reason for incurring the cost and the benefit accruing to the cost objec- 
tives to which distributed. CommoziLy, manufactiirlng overhead, selling 
expenses^ and general and administrative expenses are separately grouped. 
Similarly, the particular case may require subdivisions of these groirpings; 
e.g., bxiilding occupancy costs might be separable from those of personnel 
administration within the manufacturing expense group. The number and 
composition of the groupings is affected by practical considerations.. This 
principle is not to be applied so rigidly as to unduly ccraplicate the allo- 
cation where substantially the same results are achieved through less 
precise methods. 

(c) !Ihe individual cost groupings shall be distributed to the 
several cost objectives. This necessitates the selection of a distribution 
base common to all cost objectives to which the grouping is to be allocated. 
The base should be so constructed as to weight the allocation of the group- 
ing to the cost objective in proportion to the reasons for Incurring the 
costs and the benefits accurlng. The principle for selection stated in 
this paragraph is not to be applied so rigidly as to unduly complicate the 
allocation where substantially the same results can be achieved through 
less precise methods. 

(d) The method of allocation of indirect costs must be basediN-on 
the particular circumstances involved. The method shall be in accord with 
those generally accepted accounting principles as are applicable in the 
circumstances. The contractor's established practices, if in accord with 
these generally accepted accounting principles as are applicable in the 
circumstance, shall be acceptable. However, changed circumstances may 
require a ree x a mina tion of the methods used by the contractor, especially 
when: 

(i) any substantial difference occurs between the cost 
patterns of work under the contract and other work 
of the contractor; or 

(ii) any significant change occurs in the nature of the 
business, the extent of subcontracting^ fixed asset 
iaiprovement programs, the Inventories, the volume of 
S€LLes and production^ manufacturing processes, the 
contractor's products, or other relevant circumstances. 

(e) The base peilod for allocation of Indirect costs is the 
period during which such costs are Incurred and accumxalated for distribu- 
tion to work perfoimed in that period. The base period shall be repre- 
sentative of the period of contract performance and shall be sufficiently 
long to avoid Inequities in the allocation of costs, but in no event 
longer than one year. 



15-20^.1 General . Applications of the above basic cost principles and 
standards to certain selected items of cost are set forth below. These 
applications govern, whether the particular item of cost is treated by 
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the contractor as direct cost or as indirect cost* The cost principles ^ 
in Part 2 hereof do not cover every elaaent of cost nor every situation 
that might arise in a particular case* Failure to mention any item of cost 
in Bart 2 is not intended to Is^y that it is either allomible or not allow- 
able. They will he accorded that treatment which by analogy approximates 
the philosophy reflected in Fart 2. fS icovered elements which are signifi- 
cantly large in x^elation to the estjmSbed cost of perfozmance and which 
are not susceptible for treatment by analogy will be subject to recimnenda- 
tion of higher authority^ 

15-20l».2 Listing of Costs, j/^ \ ~~ 1__ ^ 

(a) Advertising Costs , 

(l) Advertising costs include the cost of advertising m^dia 
and corollary administrative costs. Advertising, media include magazines^ 
newspapers, radio and television programs, direct mail, trade papers, out- 
door advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales lite^ttire. The following advertising 
costs aare allowable: 7^ ^jJu^ ^^H^ ats^ a^>^ 4L>£^^t-c-p^-^t^ 47 ^UvV-^**^ 

5^*^(1) advertising in trade and technical Journals, : 

provided such advertislng*^does not offer specific 
products or services for sale but is placed in 
Journals which are valtiablc^ for the dissemination 
of technical infozmation within the contractor's 
industry; and 

help-wanted advertising, as set forth in (gg) 
below, when considered in conjunction with all 
other recruitment costs; 





Institutional adveirtising; i.e., advertising 
which does not offer specific products for sale, 
but which places the contractor's name before 
the public in order to maintain the. contractor's 
well-being as a coznmerclal entity. 



(2) In connection with -Oils element, special care must be 
exercised in detezmlning reasonableness. Reas^mbleness shotsld be appraised 
in light of : 

(1) the pattern of past advertislzig programs; 
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(ii) the presence or absence of competitive 
restraints; 

(iii) the contractor's need for such advertising; 
i.e., since institutional advertising is designed 
primarily to maintain the contractor's vell-heing 
as a conanercial entity, contractors -whose prin- 
cipal custfaner .is the Government have relatively 
less need ifor instittrtional advertising, and sub- 
stantial ^enditures for this type of advertising 
by such contractors would be unreasonable. 

. ^ A^^ Except as provided in (iii) and (iv) above, all adver- 

tising vhich offers products for sale is unallo;jable. 

A y^yi^ ^ Debts. Bad debts, including losses (\Aether actual or 

jX^^stlmated) arising from uncollectible customers' accounts and other claims, 
related collection costs, and related legal costs are unallocable. 

' . . , Bidding Costs. Bidding costs are the costs of preparing 

bids or proposals on potential Government and non-Oovenmient contracts or 
projects, including the development of engineering and cost data necessary 
to Bvpsort the^ contractor's bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to all 

Ing periods shall be aUocable In the current period to the Government con- 
Z^V however, the contractor's established practice may be to treat 
bidding costs by some other recognized method. Regardless of the method 
f" .1 ifsults obtained may be accepted only if found to be reasonable 
ana e^^uixable. 

(d) Bonding Costs . 

(l) Bonding costs arise vhen the Government requires 
assurance against financial loss by reason of the act or default of the 
contractor. They arise also in instances vhere the contractor requires 
the assurance in connection with the perfoxnance of the contiuct./ Included 
al flSli^ ^ payment, advance pajment, infringement 

contract are all^bS!** "^^^ ^"^^ ^ 

3 (3) Costs of bonding required by the contractor in the 
general conduct of his business are allowable to the extent that such 
bonding is in accordance with sound business practice and the rates and 
premiums are reasonable under the circumstances. 
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(e) Civil Defense Costs > 




(1) Civil defense costs are those Incurred in planning for, 
and the protection of life and property against, the possible effects of 
eneoy attack* Reasonable costs of civil defense meastares (including costs 
in excess of nonoal plant protection costs, first-aid training and supplies, 

y fire fighting training and equipment, posting of additional exit notices 
and directions,, and other approved dvU defense measures) undertaken on 
0 the contractor's premises pursuant to suggestions or requirements of civil 
defense aixthorlties are allovable when allocated to all vork of the con« 
tractor. 

(2) Costs of caplt€d assets acquired for civil defense 
purposes shall be depreciated in accordance with ( 1 ) / Pepreclatio nTbelov. 

(3) Contributions to local civil defense funds and to 
local civil defense projects are covered in (h). 

(f) Compensation for Personal Services . 

(l) Compensation for personal services includes all 
remuneration paid or accrued, in whatever foxm and whether paid immediately 
T deferred, for services rendered by employees to the contractor during 
the period of contract performance. It includes, but is not limited to, 
0«>^alarles, vages, director • and executive committee members* fees, bonuses, 
^centlve awards, employee stock options, fringe benefits, and contzlbtxtlons 
pension, anniilty, stock-bonus and prof It-sharing plans. Sij teject to spe- 
. cj^l^1lTn1tAt4o ns_3et forth herein, such costs are allovable'^to^he extent"* 
t/^^^ ^mt the total comp ensation or indlviaual employee s, in whatever form paid, 
Ts reasonablefor the Services rendered. ^ ~" ' 



(2) Compensation Is reasonable to the extent that the total 
amount paid or accrued, in whatever foxm, is ccmmensurate with the contrac- 
tor's established policy which confoxms genesrally to conxpensation paid by 
other contractors of the same size, in the same industry, or in the same 
geographic area for similar services. ' CcmpeiDLsation paid to owners of 
closely-held corporations, to partners and sole proprietors, to members of 
their iimedlate families, or to persons ^o have a commi-bnent to acquire 

a subistantlal financial interest in such enterprise, will be particularly 
scrutinized to determine \rtiether the coiDpensatlon is reasonable in amomt 
and actually is for penonal services rather than a distribution of profits. 
In addition, compensation expenses must be particularly scrutinized in 
light of the presence or absence of the restraints occurring In the conduct 
of competitive business. Compensation disallowed as a deductible expense 
for Federal income tax purposes, because it is unreasonable in amoxmt, is 
not allowable. 

(3) Compensation for sezvlces rendered in lieu of salary 
to partners and sole proprietors will be allowed to the extent that it is 
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reasonable and does not constitute a distribution of profits, even through 
such allowances are not dedxictible expenses for Federal income tax purposes < 

In addition to the general requiraaents set forth in 
(l) thioufiji (3) above, the following apply to specific forms of contpen^ 
sation: 
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Salaries and Wages > Includes gross coztrpensa- 
tion paid to employees in the form of cash, 
products, or services, and may include payroll 
taxes, vorlsmen^s compensation insurance, and the 
cost of supplemental unemployment benefit plans* 
Deferred wages and salaries are allowable to the 
extent authorized in (v) below. 

( il ) Cash Bonuses and Incentive Compensation * Cash 
bonuses to employees and incentive compensation 
based on prodtaction, cost reduction, or efficient 
management or perfoxmance, suggestion awards, and 
safety awards, including compensation dependent 
upon or measured by profits, are allowable to the 
extent paid or accrued pursuant to an agreement 
entered into in good faith between the contrac- 
tor and the employees before the^services were 
rendered, or pursuant to an established plan 
consistently followed by the contractor ^ich 
constitutes in effect an implicit a^greement on 
the pa3rt of the contractor to make such payment. 
Deferred bonuses and Incentive compensation are 
€Lllowable to the extent authoarlzed in (v) below. 

(lii) Bonuses and Incentive Compensation Bald in Stock . 
Bonus and incentive compensation, as defined .in 
(ll) above, paid in the stock of the contractor 
or of an affiliate, are allowable to the extent 
set forth in (li) above (including the incorpo- 
ration of the principles of paragraph (v) for 
deferred bonuses and incentive ccotpensatlon) , 
subject to the following additional reqjairements : 

(A) Valuation placed on the stock shall be the 
fair market value, detemlned ispon the most 
objective basis available. 

(b) Accruals for stock prior to acquisition by 
the employees will be subject to adjustment 
according to the possibilities that the asployees 
will not acquire such stock and that the accruals 
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Cfsf^ / 

fr^yicy^^ will be forfeited. Such costs otherwise allowable 

are subject to adjustment according to the prln- ^ 
ciples set forth la (v)(f) and (v)(g) below, 

y (Iv) Stock Options . The cost of options to the em- 

' ployees to purchase stock of the contractor or of 

/^V^Vi/) ^ affiliate, whether restricted or unrestricted 
/jr- toH .Z^T as defined by Section 421 of the Internal Revenue 

Code, shall be allowed to the extent that the 
market value of the stock exceeds the option 
price at the date the option is granted. The 
current market value of the stock shall be deter- 
mined according to the criteria set forth In 
paragraph (ill) above. If the exercise of an 
option is conditioned upon future contingencies, 
the cost will be amortized rateably over the 
period commencing from the issizance of the option 
to the earliest date (other than death of the 
employee) when the contingencies can be fulfilled. 
Allowable costs for options that may not be 
exercised will be adjusted according to the . 
principles set forth in (v)(f) below. 

(v) Deferred Compensation ^ 

(a) As used herein, deferred compensation in- 
cludes all remuneration, in whatever form, for 
seiTlces cxirrently rendered, for which the 
onployee is not paid until after the conq?letlon 
of the year in which the services are rendered, 
except that it does not Include normal end of 
accounting period accruals, nor stock options. 
It includes contributions to pension, anntiity, 
stock bonus, and profit sharing plans qualified 
within the meaning of Section Soi of the Internal 
Revenue Code; contributions to such plans that 

^ so qualified; and other deferred compen- 

Jff'fy sation, siich as wages and salaries, bonuses and 
/ Incentive awards, whether paid in cash or in 
stock. Deferred retirement compensation may 
include disability, withdrawal, insurance or 
survivorship benefits. 

(b) Deferred compensation is allowable to the 
extent that it is for services rendered during 
the contract period; is, together with all other 
conrpensation paid to the employee, reasonable 
in amount; and is pcdd pursiiant to an agreement 
entered into in good faith between the contrac- 
tor and eoiployees before the services are rendered, 
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or pursviant to an established plan consistently 
followed by the contractor vhich constitutes, 
la effect, an implicit agreanait on the part of 
the contractor to make such parents. 

(c) Contributions to a plan that has been 
approved, pursuant to Section kOl of the Internal 
Revalue Code, by the eternal Revenue Service, 
will be presumed to meet requirements of (v)(b) 
above. Such amounts are allowable as a cost 
even though they are sot curroitly deductible 
for Federal income tax puzposes because of the 
limitations of Section iio*i> of the Internal 
Revenue Code, provided such payments are for 
services rendered during the contract period. 

(D) Contributions to a pension or annuity pian 
by a tax-exanpt or nonprofit organization will be 
presumed to meet requirements of (v)(b) above if 
such plan, as determined by the Department to 
\Aiich audit cognizance is assigned, fulfills the 
requirements of a "qualified" plan according to 
. M^Jection kOl of the Internal Reven\ie Code and 
applicable Treasury regulations. A deteimina- 
tion by one Department that a plan fulfills these 
^ req^rements, in the absence of changed condi- 
tions, g^erally will be ace^ed by other 
departments. 

(B) Contributions to penslwi, annuity, profit 
fVN. sharlixg, and stock bonus plans \rtiich do not meet 
^vi-t^ the requirements of Section kOl of the Internal 
.jJ'^^ Code (including plans from -vaiich approval 

y ' of the Internal Revenue Service has be«i with- 
X drawn effective dtiring the course of performance 
of the contract) and other deferred compensation, 
are allowable to the extent that the total com- 
pensation paid to the employees Involved, in 
■vAatever form, meets the requirements of (v)(b) 
above. i 

(P) In determining the cost of deferred compen- 
sation allowable under the contract, appropriate 
adjustments will be made for credits or gains 
arising out of both normal and abnormal employee 
turnover, or any other contingencies that can 
result in a forfeiture by onployees of such 
deferred condensation. Adjustments will be made 
only for forfeitures TAich directly or Indirectly 
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inure to the benefit of the contractors; forfel- 
tures which inure to the benefit of other employe 
covered by a deferred compensation plan with no 
reduction in the contractor's cost will not nor- 
mally give rise to -adjustment in contract costs. 
Adjustments for normal employee turnover will be 
based on the contractor's experience and on fore- 
seeable prospects, and will be reflected in the 
amount of cost currently allowable. Such adjust- 
ment will be unnecessary to the extent that the 
contractor can demonstrate that its contributions 
take into account nonnal forfeitaares* Adjustments 
for possible future abnoimal forfeitures will be 
effected according to the following rules: 

(1) Abnoimal forfeitures that are foreseeable 
and which can be currently evaluated with rea- 
sonable accu3pacy, by actuarial or other sound 
computation, will be reflected by an adjustment 
of CTarrent costs otherwise allowable. 

(2) Abnormal forfeitures, not within (l) above, 
may be made the subject of agreement between the 
Government and the contractor either as to an 
equitable adjustment or a method of determining 
such adjtastment. 

(g) In determining whether deferred compensation 
is for services rendered during the contract 
period, consideration will be given to conditions 
Imposed upon ev«atual payment to determine whether 
or not such a portion of deferred compensation 
payment is for future services. A requirement of 
continued aiployment does not necessarily indicate 
that the deferred compensation pertains in part 
to future services. 

(vl) Fringe Benefits . See (o). 

(^^•) Overtime, Extra-Pay Shift and Multi-Shift 
PremlimiB . See (y}. ! " 

('^ii) Training and Education Expenses . See (qq). 
(ix) Insurance and Indemnification . See (p). 
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(g) Contingency Reserves ♦ 



(1) A contingency is a possible future event or condition 
arising from presently knovn or unknovn catises, the outcome of which is 
indeterminable at a present time« 

(2) In historical costing, i,e.^ costing as related to past 
events or eacperience, contingency reserves are not allowable • 

(3) In connection with estimates of jPuture costs ^ contin- 
gencies fall into two categories: 

(l) Daose which may €urise ftm presently known and 
existing conditlocs, the effects of ^Ich are 
foreseeable within reasonable limits of accuracy; 
e.g., anticipated costs of rejects and defective 
work. In sitooations where they exist, contin- 
gencies of this category are to be included in 
the estimates of future cost under the several 
elements of cost so as to provide the best 
estimate of perfozmance costs* 

(il) Those trtxlch nay arise frcaa presently knovn or 
uaknowa conditions, the effect of \Axich cannot 
he measured so precisely as to provide equltahle 
restilts to the contractor and to the Government; 
e.g., possible inflation, and other general 
business risks. Contingencies of this category 
are to be excluded from cost estimates under the 
several Itans of cost, but should be disclosed 
separately, including the basis upon ^rtiich the 
contlng«icy is computed In order to facilitate 
the negotiation of appropriate contracttial 
coverage. See, for example, (p), (t), and (am). 

^ (h) Contributions and Donations . 

(l) Beasonable contributions and donations to established 
nonprbflt charitable, scientific, and educational organizations are allow- 
able provided they (i) may reasonably be expected to result in future 
boieflts to the contractor through advancing, directly or indirectly, the 
technology of his industry or increasing the stqiply of trained manpower 
available to it, (il) are in lieu of the cost of similar facilities which 
the contractor wptad have to provide, such as employee medical or recrea- 
tional facilities, (ill) are expected of the contractor by the community 
and it can reasonably be eaqpected that the prestige of the contractor in 
the community would suffer through the lack of such contributions or (iv) 
contributions to local clvU defense funds, or to local civil defense pro- 
jects for use In the community In ^Ich the contractor operates, are 



(2) The reasonableness of the amomt of partictaar con- 
tribtJtions and the aggregate thereof for each fiscal period must ordiflarll;y. 
be Judged In the light of the pattern of past contributions, particularly n A 
those made prior to the placing of Government contracts, and should also 7} H 
be Judged la the light of the presence or absence of restraints occurring "^'^ 
in. the conduct of competitive business. The amount of each allowable con- ^<f^ 
tribution must be deductible for purposes of Federal income tax, but this \L 
condition does not, in itself. Justify allowabUlty as a contract cost. 

(l) _ Depreciation . 

...... (1) Depreciation is a charge to current operations which 

distributes the cost of a tangible capital asset, less estimated residual 
value, over the estimated useful life of the asset in a systanatic and 
logical manner. It does not involve a process of valuation. Useful life 
has reference to the prospective period of economic usefulness in the 
particular contractor's operations as distinguished- from physical life*. 

(2) Depreciation on a contractor's -olant, equipment, and 

?J f^J*^^*^^^^"^®^ ^ allowable element of" contract cost; provided 
that the amount thereof is computed: ~ — 

(l) upon the property cost basis used by the contrac- 
tor for Federal income tax purposes (see Section 
157 of the Internal Revenue Code of 193k)} or / 

(il) in the case of nonprof it or tax-exempt organiza- 
tions, upon a property cost basis which coxild 
have been used by the contractor for Federal 
income tax pur^ses, had such orgsnizations been 
subject to the payment of income tax; and ia 
either caise 

^ (ill) by the consistent application to the assets con- 

cerned of any generally accepted accounting 
method. Including those recognized by Section 
167 of the Internal Revenue Code of I95K. as 
follows: 

(A) the stxai^t line method, 

(B) the declining balance method, using a rate 
not exceeding twice the rate which wotjld have 
been used had the annnnl. allowance been con^iuted 
under the method described in paragraph (A), 

(C) the sum of the years-digits method, and 

4 

(D) any other consistent method productive of an 
annual allowance which, when added to all allowance 
for the period commencing with the use of the 
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property and including the cxnrent year, does not, 
during the first two-thirds of the useful life of 
the property, exceed the total of such allowances 
which would have been used had such allowances 
been computed under the method described in para- 
graph (B)j 

(3) Depreciation should usually be allocated to the con- 
tract and other work as an indirect cost. The amount of depreciation 
allowed in any accouniing period may, consistent with the basic objectives 
set forth in (l) above, vary with volume of production or use of multi- 
shift operations, 

{h) Where a contractor has received a determination of true 
depreciation from an Emergency Facilities Depreciation Board relating to an 
emergency facility covered by a certificate of necessity, it may elect to 
use either normal or true depreciation. However, the method elected must 
be followed consistently througho\rt the life of the anergency facility. 
Miere an election is made to use normal depreciation, the amount thereof 
shall be computed in accordance with. (2) above. Where an election is made 
to use true depreciation, the amount allowable as depreciation: 

(l) with respect to the emergency period (5 years) 
shall be computed in accordance with the deter- 
mination of the Emergency Facilities Depreciation 
Board; and 

(il) after the end of the emergency period shall be 
computed by distributing the retoalning undepre- 
ciated portion of the cost of the emergency 
facility over, the balance of its useful life 
(but see ( 5) below) provided the remaining un- 
depreciated portion of such cost shall not 
include any amount of unrecovered true depre- 
clatioh. 

(5) Depreciation on idle or excess facilities shall not be 
allowed except on such facilities as are reasonably necessary for ciarrent 
and Immediately prospective production. 

(6) No depreciation shall be allowed, as such, or as a 
ital or i2se charge, on assets still in use which have been fully depre- 
ciated when a substantial portion of such depreciation was on a basis that 
represented, in effect, a recovery thereof as a charge against defense 
contracts or subcontracts. Otherwise, a mutually agreed upon use charge 
may be allowed. In determining this charge, consideration sho\ild be given 
to cost, total estimated useful life at time of negotiation, and effect of 
any increased maint en an c e charges or decreased efficiency due to age* 
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(j) Bnployee Morale, Health, and Welfare Coats and Credits . 
Reasonable costs of health and welfare activities, such as house ptiblica- 
tious, health or first-aid clinics, and employee cormseling services, 
Inctxrred, In accordance with the contractor's established practice or 
custom In the industry or area, for the improTement of working conditions, 
e3nployer-en?)loyee relations, employee morale, and employee perfonnance, 
are allowable. Such costs shall be equitably allocated to all work of 
the contractor. Inccme gaierated from any of these activities shall be 
credited to the costs thereof unless such inccme has been Irrevocably set 
over to emgployee welfare organizations. 

(Jt) Entertainment Costs . Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
(pp5) aad gratuities, are unallowable (but see (j), (o), 

(1) Excess Fac ility Costs . Costs of maintaining, retpairing, 
and housing idle and excess contxactor-owned facilities, except those rea- 
sonably necessary f or currecit and Immediately prospective production purposes, 
are unallowable. The costs of excess plant capacity reserved for defense 
mobilization production shaU be the siibject of a sefparate contiBct. 

(») Fines and Penalties . Costs resulting from violations of, 
or failure of the contractor to comply with. Federal, State, and local 
laws and regulations are unallowable except when Incurred as a result of 
con^aiance with specific provisions of the contract, or Instructions in 
writing fiom the contracting officer. 

(j*) Food Service and Doimltory Coots and Credits . Food and doxmi- 
tory services include operating or furnishing facilities for cafeterias, 
dijiing rooms, canteens, lunch wagons, vending machines, Uving accommodations 
or s imil a r types of services for the contractor's employees at or near the 
jsontractor's facilities. Reasonable losses from operation of such services 
are aUowable, (1) ^A^en it is. the policy of the contractor to operate such 
^ services at a profit or at cost; and (ll) tihea it is the policy of the con- 
^tractor to furnish such services at a loss, or without cost to the earployee; 
fn provided^ however, that such losses are allocated to all activities served. 
Profits (except profits irrevocably set over to an einployee welfare organi- 
zation of the contractor in amomts reascmably useful for the benefit of 
the employees at the site or sites of contract perfoimance) accruing to the 
contractor from the operation of these services, Aether operated by the 
contractor or by a concessionaire, shall be treated aa a credit, and allo- 
cated to all activities served. . . 

Fringe Benefits . Fringe benefits are allowances and serv- 
ices provided by the contractor to its oaployees as compensation in addi- 
tion to regular wages and salaries. Costs of fringe benefits, such as pay 
for vacations, holidays, sick leave, military leave, and airployee insrirance, 
are allowable to the extent required by law, employer- employee agreement, 
or an established policy of the contractor. 
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(p) Insixranee and Indemnification > 

(1) Insurance .Includes (l) Jjisxirance which the contractor 
is required to carry under the terms of the contract, and (il) any other 
insurance vhich the contractor maintains in connection with the general 
conduct of his business » 

(2) Indemnification involves a contractxml ccmitment 
"between the Govenmient and the cpntractor lirherehy the Government agrees 
to secure the contractor against loss o^ damage falling upon the contrac- 
tor from some stated responsibility assumed by the contractor or from a 
stated demand of a third party, 

(3) Costs of Insurance required and maintained, pursuant to 
the contract, are allowable. 

{^) Costs of other insurance maintained by the contractor 
in coimection with the general conduct of his business are allowable sub- 
ject to the following limitations: 

(i) types and extent of coverage shall be in accord- 
ance with sound bxisiness practice and the rates 
and prmiums shall be reasonable imder the clr- 
cxanstances; 

(il) costs allowed for Bxisiness Interruption Insur- 
ance shall be limited to exclude coverage of 
profit, interest, and any other items of cost 
unallowable under this Part; 

(ill) cost of insurance or of any contributions to 
any reserve covering the risk of loss of or 
damage to Government-owned property are allow- 
able only to the extent that the Government shall 
have required protection by such insurance or 
reserve; 

(iv) contributions to a reserve for a self- insurance 
program if the types of coverage, extent of 
coverage, and the rates and premims would have 
been allowed had insurance been purchasable to 
cover the risks; and 

(v) costs of ins\irance on the lives of officers, 
partners, or proprietors are allowable to the 
extent that (i) the insurance is part of an 
employee plan, specified in (o), and (il) addi- 
tional insoirance \Aiich represents compensation 
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'to the officer, partner or proprietors for serv- 
ices rendered, within the provisions of (f). 
Premiums for insurance in which the contractor 
is the beneficiary directly or indirectly are 
not allowable. 

f . (5) Actual losses not reimbursed by peimissible insurance 

^throucSx an approved self- insurance program or otherwise) are unaUowable 
unless expressly provided for in the contract, except 

(i) costs incTjrred because of losses not covered under 
nominal deductible insurance coverage provided in 
keeping with sound business practice, are allowable. 

(ii) minor losses not covered by insurance, such as 
spoilage, breakage and disappearance of 

hand tools, which occur In the ordinary course of 
doing business, are allowable. 

■ , (6) The Government is obligated to indemnify the contractor 

for losses sustained only to the extent «cpressly provided for in the 
cozrcracx* ^ 

«on+«/i\ ^^»«»» cial Costs . Interest (however repre- 

!S i-Wing and refinancing operations, ^egal 

^^jm^ fees leld in connection with the preparation of the piospS- 
tus, costs of prerparation and issuance Of stock rights, and costs related 

unaUowable except for interest assessed by State or local taxing 
authorities under the conditions set forth in (oo) see (x>7. 

- . {^l, I^^oy Rela tions Costs . Costs incurred in maintaining satls- 
IT^^Z relati^Si^^^iSrWconiHttor and its employees, includl^ costs 

"^^T,^* committees, employee ptibllcatlOTs; and 
other related activities are allowable. 

,^A^^ ^ll OP Other Contracts. An excess of costs over income 

under any other contract (inciudliir^ercontractor's contributed portion 
^ffr ''S contracts), wherther such other contract is of a supply, 

research and development, or other nature, is unaUowable as a cost 
performance of the Government contract. , 

(t) tfalntenance and Repair Costs . 

f,^^ . ^°f*8 necessary for the upkeep of property (including 

Government property unless otherwise provided for), which neither addto 
Ufa S^2lli''?«°^ the property nor appreciably prolong its intended 
ai fbuSs^ it in an efficient operating condition, are to be treated 
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(i) la the event the contractor accrues maintenance 
and repair costs based upon a regular program 
for the maintenance and repair of facilities in 
accordance with sound Industrial practice, avch 
accruals are allowable • 

(ii) In the event a contractor does not accrue main- 
tenance and repair costs, but charges them as 
Incurred, such charges are allowable to the ex- 
t^t that they are reasonable and in line with 
prior experience of the contractor. * 

(2) Expenditures for plant and equipment which, according 
to generally accepted accounting principles as applied under the contrac- 
tor 's established policy, should be capitalized and subjected to deprecia- 
tion are allowable only on a depreciation basis. 

Manufacturing and Production Engineering Costs . Costs of 
manufacturing and production engineering, including engineering activities 
In connection with the following, are allowable: 

(l) current manufacturing processes such as motion ■ 
and time study, methods analysis. Job analysis, , 
€uid tool design and improvement; 

(ii) current production problems, such as materials /""^ 
analysis for production suitability and component 
design for purposes of slmplliying production. 
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(v) x^feterial Costs ♦ 

(1) This ite*Ti includes the net costs of such items as raw 
materials, parts, subassemblies, componejits, and manufacturing supplies, 
whether purchased outside or manufactured by the contractor, and may include 
such collateral items as inbound transportation and intransit insurance* 

In computing material costs consideration will be given to reasonable over- 
runs, spoilage, or defective work. These costs are allowable siibject, hoxirever 
to the provisions of subparagraphs (2) through (5) below. 

(2) Costs of material shall be suitably adjusted for 
applicable portions of income and other credits, including available trade 
discounts, refunds, rebates, allovjances, and cash discounts, and credits for 
scrap and salvage and material returned to vendors. Such income and other 
credits shall either be credited directly to the cost of the material involved 
or be allocated (as credits) to indirect costs. vJhere the contractor can 
demonstrate that failure to take cash discounts was due to circumstances be- 
yond his control, such lost discounts will be allovjed. 

(3) Rea sonable adjustments arising from difference betx^en 
periodic physical inventory quantities and related material control records 
will be included in arriving at the cost of materials, provided that suchr 
adjustments (i) do not include "write-downs" or "^ite-ups" of values, and 
(ii) relate to the period of performance of the contract* 

(U) VJhen the materials are purchased specifically for and 
identifiable solely with performance under a contract, the actual pxirchase 
cost thereof should be charged to the contract. In determining cost of 
material issued from stores, the contractor's usioal metnod of inventory 
costing is acceptable if in accord with generally accepted accounting 
principles for inventory costing. VJhen material in stores at the commence- 
ment date of a contract have a probable replacement cost significantly 
different from recorded cost, either party may elect to use the replacement 
cost in lieu of recorded cost in costing issues of such material. Vihen esti- 
mates of material costs to be incurred in the future ,are required, either 
current market price or anticipated acquisition cost (if reasonably certain 
and determinable) may also be used, but the basis of pricing must be dis- 
closed. 

(5) Sales or transfers of materials, services, and supplies 
between* plants, divisions or organizations, under a common control, ordinarily 
shall be stated on the basis of cost to the transferrer. However, a 
departure from this basis is permissible where (i) the item is regularly 
manufactured and sold through commercial channels, or (ii) it is the con- 
tractor's long established practice to price inter- organization transfers at 
other than cost for comrercial workj provided in addition, that such price is 
not in- excess of the transferrer's sales price to its most favored customer 
for the same item in like qx^antity, or the same or siobstantially similar 
items sold by other suppliers. 
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(w) Organization Costs ♦ Expenditures > such as incorporation 
fees, attorney's fees, accountants fees, brokers fees, fees to promoters 
and organizers, in connection with (i) organization or reorganization of a 
business, or (ii) raising capital, are unallowable (see (q) above) • 

(x) Other Business Expenses ^ Included in this item are such 
recurring expenses as registry and transfer charges resulting from changes 
in ownership of securities issued by the contractor, cost of shareholders* 
meetings, proxy solicitations, preparation and publication of reports to 
shareholders, preparation and submission of required reports and forms to 
taxing and other regulatory bodies and incidental costs of directors and 
committee meetings. The above and similar costs are allowable when allocated 
on an equitable basis to all classes of work* 

(y) Overtime > Extra Pay Shift and I-iati-shift Premiums . 

(1) This item consists of the premium portion of overtime, 
extra pay shift and multi-shift payments to employees. Preferably such 
premiums should be separately identified and handled as indirect costs to 

be distributed rateably to all work of the contractor. However, where it is 
the normal practice of the contractor to handle these premiums as direct , 
costs, such practice is acceptable if it does not result in the Ctavernmenfc 
absorbing a disproportionate share of costs. Similar consideration governs 
their inclusion in or exclusion from the base for overhead distribution. 
The amount of overtime costs, when allowable, shall be equitable in relation 
to (i) the amount of such premium costs allocated to non-Government work 
being concurrently performed in the contractor's plant and (ii) the factors 
which necessitate the incurrence of the costs* 

(2) Overtime, extra pay shift and multi-shift premium 
expenses may arise in two distinct ways; (i) T)y initial agreement between 
the contractor and the contracting officer that the accomplishment of the 
contract schedule requires the use of such premium labor to a stated or 
contemplated extent; and (ii) to meet unexpected emergencies arising in 
thb course of the contract, not contemplated by the contracting parties* 

(3) Overtime, extra pay shift and multi-shift premiums 
are allowable as follows: 

(i) To the extent that the contractor and the con- 
tracting off icer initially agree that such 
premiums are necessary in order to coii^Dly with the 
contract schedule, such costs are allovjable. 

(ii) With respect to situations arising in the course of 
the contract, such costs are unalloi/able if the con- 
tractor is already obligated to meet the stated de- 
livery schedule without additional compensation 
therefor, as in the firm fixed price type contract. 
Such allowance may be made in cost type contracts 
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(2) Factors to be considered in determining the 
allowability of costs in a particular case include: 

(i) the past pattern of such costs, particularly in 
the years prior to the aT/jard of Government con- 
tracts; 

(ii) ti^e impact of Government contracts on the 

contractor's business (i.e., idiat new problems 
have arisen); 

(iii) the nature and scope of managerial services 

expected of the contractor's own organizations^ 
and 

(iv) whether the proportion of Government work to 
the contractor's total bvisiness is such as to 
influence the contractor in favor of incurring 
the cost, particularly where the services 
rendered are not of a continuing nature and have 
little relationship to work under Government 
contracts. 

Retainer fees to be allowable must be reasonably supported by evidence 
or services rerxiered, 

««T * J °^ legal* accounting, and consulting services, 

i^? incurred in connection with organization and reorganisa- 

tion, defense of anti-trust suits, and the prosecution of cUijns against the 
Gov^nment, are unallowable. Costs of legal, accounting, and consStlS 
services, and related costs, incurred in connection with patent infringlmsnt 
litigation, are unaUowable unless otherwise provided for in the contract. 

0+w r.r,<iff \ ^o^its and i-osses on Disposition of Pl ant. SQUipment. or 
Other Capital Asiiti" n:-of its or losses of any nature arisiilg from the 
sale or exchange of plant, equipment, or other capital assets, including 

^5°^ ^^^'^ investments, sh^ll be exSuded 

in con^jubing contract costs (but see (ij (2) as to basis f or depreclSioS! 

^Sg) Recruiting Costs. Costs lof "help wanted" advertising, 
operating^costs of an employment office necessary to secure and maintain 
an adequate labor force, costs of operating an aptitude and educational 
testing program, travel costs of employees while engaged in recruiting 
personnel, and travel costs of applicants for interviews for prospective 
employment are allowable. Where the contractor uses employment agencies, 
costs not in excess of standard commercial rates for such services are also 
allowable. Costs of special benefits or emoluments offered to prospective 
employees beyond the standard practices in the industry are unallowable. 



and in the fixed-price incentive type and the 
price redeternination type contracts until 
"the prices become fixed with the approval or 
ratification of the contracting officer. 

, Patent Costs. Costs of preparing disclosures, reports, and 

other documents required by tue contract and of searching the art to the 
j:j extent necessary to make such invention disclosures, are alloxrable. In 

accordance with the clauses of the contract relating to patents, costs 
or preparing documents and any other patent costs, in connection with the 
(^rind (jjrbelow1^^"'"^°^*^°" Government, are allowable. (See also 

(aa) Pension Plans (see (f)). 

(5^) Plant Prot ection Costs . Costs -of items such as vrages, 
uniforms and equipment of personnel engaged in plant protection: depreciation 
on plant protection capital assets; and necessary expenses to ccnmly with 
military security requirements are allowable. 

(cc) Plant RehabUitation Costa . 

(1) Plant rehabilitation costs are those incurred in the 
restoration of the contractor's premises to approximately the same condition 
as that wnich existed immediately prior to tiie coramencecfint of the military 
contract work, fair wear and tear excepted. 

(2) The costs of the removal of machinery, tools, a«i 
equipment, including restoration costs incident thereto, are allowable, 
provided such costs are not recovered, or are not recoverable, under a 
specific contract clause in the contract under which the costs are claimed, 
or in another Government contract, 

, X,. . X involved in the reinstallation of pre-existing, 

and the installation of new machinery, tools and equipment are not allowable. 

^^'^^ Precontra ct Costs . Precontract costs are those which are 
incurred prior to the effective date of the contract, are incurred directly 
pursuant to the negotiation for and in anticipation of the award of the 
contract, under circumstances in which such anticipation is necessary 
to comply with the proposed contract delivery schedule. Such costs are 
allowable to the extent that they would have been allowable, if incurred after 
the date of the contract. 

and Other ^^^^ ^ofessiona l Service Costs - Legal, Accounting, Engineering . 

^ . Costs of professional services rendered by the members 

of a particular profession who are not employees of the contractor are allow- 
able, subject to (2) and (3) below, when reasonable in relation to the service'' 
, rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see (w)). 
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(hh) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, building, and equipment and 
other personal property are allowable if the rates are reasonable in light 
of such factors as the type, life expectancy, condition, and value of the 
facilities leased, options available, and other provisions of the rental 
agreement. 

(2) Charges in the nature of rent between plants, divisions, 
or organizations under common control are unallowable except to the extent 
such charges do not exceed the normal costs of ownership, such as depreciation, 
taxes, insurance, and maintenance j provided that no part of such -costs shall 
duplicate any other allowed costs. 

(3) Unless otherwise specifically provided in the contract, 
rental costs specified in sale and leaseback agreements, incurred by con- nf^^ 
tractors through selling plant facilities to investment organizations, such , 
as insurance companies, or to private investors, and concurrently leasing \ 
back the same facilities, are allowable only to the extent that such rentals 

do not exceed normal costs, such as depreciation, taxes, insurance, and main- 
tenance, borne by the lessor, which would have been incurred had the con* 
tractor retained legal tiUe to the facilities. 

(ii) Research and Development Costs . 

(1) Research and development costs (sometimes referred to 
as general engineering costs) are divided into tvo ma;jor categories, for the 
purpose of contract costing; (i) general research, also referred to as 
basic research, fundamental research, pure research, and blue-sky research; 
and (ii) related research or development, also referred to as applied 
research, product research, and product line research, 

(2) General research is that type of research which is 
directed toward increase of knowledge in science. In such research, the 
primary aim of the investigator is a fuller knowledge or understanding of 
the subject under study, rather than a practical application thereof. 
Coatts of: independent general research (that which is not sponsored by 

d contract, grant, or other arrangement) are allowable. Reasonableness 
of the cost should be determined in light of the pattern of the cost of 
past programs, particularly those existing prior to the placing of Government 
contracts. 

(3) Related research is that type of research liiich is 
directed toward practical application of science. Development is the 
systematic use of scientific knowledge directed toward the production of 
useful materials, devices, methods, or processes, exclusive of design, 
manufacturing, and production engineering (see (l) above). Costs of a 
contractor's independent related research and development (that idiich is 

not sponsored by a contract, grant, or other arrangement) are allowable under 
any production contract to the extent that the research and development are 
related to the contract product line aiwi the costs are allocated to all 
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im) Severance ]fay , 



, - (l) Severance pay, also coimnonly referred to as dismissal 

wages, is a payment in addition to regular salaries and i^ges, by con- 
tractors to workers whose enployment is being terminated* Costs of 
severance pay are allowable only to the extent tiiat, in each case, it is 
required by (i) law, (ii) employer-employee agreement; (iii) established 
policy that constitutes, in effect, an implied agreement on the contractor's 
part, or (iv) circumstances of the particular eii5)loyment. 

(2) Costs of severance payn^nts are divided into two 
categories as follows: 

(i) actual normal txarnover severance payments shall 
be allocated to all wrk performed in the 
contractor's plant} or, where the contractor 
provides for accrual of pay for normal severances 
such method will be acceptable if the amount of 
the accrual is reasonable in light of payments 
actually made for normal severances over a 
representative past period, and if amounts accrued 
are allocated to all work performed in the con- 
tractor's plant} and 

(ii) abnormal or mass severance pay is of such a 

conjectural nature that measurement of cost by 
means of an accrual will riot achieve equity to 
both parties. Thus accruals for this purpose 
are not allowable. However, the GovernnBnt 
recognizes its obligation to participate, to 
the extent of its fair share, in any specific pay- 
ment ♦ Thus, allowability will be considered on 
a case-by-case basis in the event of occurrence • 

(j^) Special Tooling Costs , The term "special tooling" means 
property of such specialized nature that its use, withoxit substantial modifi- 
cation or alteration, is Imited to the production of the particular supplies 
or the performance of the particular services for which acquired or furnished. 
It includes, but is not limited to, jigs, dies, fixtures, molds, patterns, 
special taps, special gauges, and special test equipment* Costs of special 
tooling acquired for performance of the contract are allowable and shall 
be charged directly thereto* 

(oo) Taxes . 

(1) Taxes are charges levied by Federal, State, or local 
governments. They do not include fines and penalties except as otherwise 
provided herein* In general, taxes (including State and local income taxes) 
which the contractor is required to pay and which are paid or accrued in 
accordance with generally accepted accounting principles are allowable, 
except for: 
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prodgptlon vork of the contractor on the contract product line« Such costs 
j - are^allbvahle under research and develoiment contracts. 

(k) Independent research and development psrojects shall 
absorb their appropriate share of the indirect costs of the department 
vhere the work is performed. 

(5) Research and development costs (including amotmts 
capitalized), regardless of their nature, which were incurred in accotmt- 
ing periods prior to the award of a particular contract, are unallowable. 

(6) The reasonableness of expenditures for independent 
research find develoiment must be scrutinized with great care in connection 
with contractors ^diiose work is J^y'^ Armir\Ar^^ ^y nr substantially with the 
Government. Ifliere such eaqpend^^ are hot subject to the restraints of 
commerciial i)roduct pricing, contractx)^^ seek the future advantage that 
f ollbws a large res^rch p2X>gim subslkn financed by Government con- 
tracts. There m\ist be assxixnahce that these eiq)enditures are made pursuant 
to a planned research progrOTi/vrtxich is reasonable in scope and is well 
mana ged. The costs should not (boceed those which would be incurred by 

an ordinarily prudent person in the conduct of a contpetitive business. 

(kk) Selling Costs . 

(1) Selling costs arise in the marketing of the contract 
. tor's products and include cpfts of sales promotion, negotiation, liaison 

between Government representatives and contractor's personnel, and other 
related activities. 

(2) Such expenses are allowable to the ext«it that the 
costs are allocable to Govexnment bxosiness. 

(3) Salesmen's or agents' compensation, fees, commissions, 
percentages, or birokerage fees which are contingent upon or resiilting frcm 
an Bi/^rd of a contract, aire allbwiabie only when paid to bona fide employees 
or established commercial or selling GLgencles maintained by the contractor 
for the piarpose of securing business. 

(11) Service and Warranty Costs . Such costs include those 
arising from fulfillitient of any contracttaal obligation of a contractor to 
provide services, such as ihstallatioh, training, correctlx^ defects in 
the products, replacing defective parts, making refunds in the case of 
inadequate perfozmance, etc. Vflien contZBCt tems covering the sale of 
defense products include such an obligation without additional sep6u:ute 
payment, service and wararahty costs are allowable. In pricing actions 
which Involve estimates of this elem^t of cost, care should be exercised 
to avoid duplication of the allowance as an elment of both estimated 
product cost and risk. 
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(i) Federal income ai3d excess profits taxes j 

(ii) taxes in connection with financing, refinancing 
or refunding operations (see (q))j 

(iii) taxes from which exemptions are available to the 

contractor directly or available to the contractor 
based on an exeir5)tion afforded, the Government 
except when the contracting officer determines 
that the administrative burden incident to obtain- 
ing the exemption outweighs the corresponding 
benefits accruing to the Government j and 

(iv) special assessments on land which represent capital 
improvements « 

(2) Taxes otherwise allowable under (l) above, but which may- 
be illegally or erroneously assessed, are allowable; provided that the 
contractor prior to payment of such taxes: 

(i) promptly requests instructions from the contracting 
officer concerning such taxes; and 

(ii) takes all action directed by the contracting 

officer, including cooperation with and for the 
benefit of the Government, to (A) determine the 
legality of such assessment or, (B) secure a 
refund of such taxes* ' 

Reasonable cost of any such action \indertaken by the contractor at the 
direction of the contracting officer are allowable* Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the 
direction of the contracting officer or by reason of the failure of the 
contracting off icer to assure timely direction after prompt request therefor, 
are also allowable* 

(3) Any refund of taxes, interest, or penalties, and aiy 
payment to the contractor of interest thereon, attributable to taxes, interest, 
or penalties which were allox^d as contract costs, shall be credited or paid 
to thei Government in the manner directed by the Government, provided any 
interest actually paid or credited to a contractor incident td a refund of 
tax, interest and penalty shall be paid or credited to the Government only 

to the extent that such interest accrued over the period during which the 
contractor had been reimbursed by the Government for the taxes, interest, 
and penalties. « 
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(pp). Trades Business 1 Technical and Professional Activity Costs > ( 

(1) x-femberships > This category includes costs of 
memberships in trade, business, technical, and professional organizations. 
Such costs are allowable to the extent reasonable. 

(2) Subscriptions . This item includes cost of subscriptions 
to trade, business, professional, or technical periodicals. Such costs are 
allowable. 

(3) Ifeetings arri Conferences . This item includes cost of 
meals, transportation, rental of facilities for meetings, and costs 
incidental thereto, when the primary purpose of the incurrence of such costs 
is the dissemination of technical information or stimulation of production. 
Such costs are allowable. 

(qq) Training and Educational Costs ♦ 

(1) Costs of preparation and maintenance of a program of 
instruction at noncollege level, designed to increase the vocational effective- 
ness of bona fide eirployees, including training materials, textbooks> 
salaries or Triages of trainees during regular working hours, and 

(i) salaries of the director of training and staff 
when the training program is conducted by the 
contractor; or 

(ii) tuition and fees when the training is in an 
institution not operated by the contractor; 

are allowable* 

(2) Costs of part-time technical, engineering and 
scientific education, at an under-graduate or post-graduate college level, 
related to the job requirements of bona fide employeesi including only: 

(i) training materials; 

(ii) textbooks; 

I . ... 

(iil) fees charged by the educational institution; 

(iv) tuition charged by the educational institution, 
or in lieu of tuition, instructors* salaries 
and the related share of indirect cost of the 
educational institution to the extent that the 
sum thereof is not in excess of the tuition 
which woxild have been paid to the participating 
educational institution; and 
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(v) straight-time compensation of each employee for 
time spent attending classes during working hours 
not in excess of 156 hours per year where 
circumstances do not permit the operation of 
classes or attendance at classes after regular 
working hours; 

are allowable* 

(3) Costs of tuition, fees, training materials and" 
textbooks (but not subsistence, salary, or any other emoluments) in connec- 
tion with full«*time scientific and engineering education at a post-graduate 
(but not under-graduate) college level related to the job requirements of 
bona fide en?}loyees for a total period not to exceed one school year for 
each eniployee so trained, are allowable. In unusual cases where required 
by military technology, the period may be extended* 

(U) Maintenance expense, and normal depreciation or fair 
rental, on facilities owned or leased by the contractor for training 
purposes are. allowable to the extent set forth in (t), (i), and (hh; above, 
respectively. 

(5) Grants to educational or training institutions, 
including the donation of facilities or other propearties, scholarships 
or f elloif ships , are considered contributions (see (h) above). 

(rr) Transportation Costs # Transportation costs include 
freight, e:q)ress, cartage, and postage charges relating eithsr to goods ' 
purchased^ in process, or delivered « These costs are allowable* l/ItoBxi 
such costs can readily be identified with the items involved, they may 
be direct costed as transportation costs or added to the cost of such 
items (see (v) above). VJhere identification with the materials received 
cannot readily be made, inbound transportation costs may be charged to the 
appropriate indirect cost accounts if the contractor follows a consistent, 
equitable procedure in this respect. Outbound freight, if reijribursable 
under the terms of .the contract, should be treated as a direct cost* 

(ss) Travel Sxpenses . 

(1) Travel costs include cos^ of transportation, lodging, 
subsistence, and incidental expenses, incurred by contractor personnel in a 
travel statiis while on official coii^}any business* 

(2) Travel costs are allowable and may be based upon 
actual costs incurred, or on a per diem or mileage basis in lieu of actual 
costs, or on a combination of the two, provided the method used does not 
result in an unreasonable charge* 
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(3) Travel costs Inciarred In the nonnal couarse of over-all 
administration of the business and applicable to the entire business are 
allowable* Such costs shall be equitably allocated to all vork of the 
contractor*^ 

(h) Travel costs directly attributable to specific contract 
perfoxmsnce may be charged to the contract In accordance with the principle 
of direct costing (ASPR 15-202) . 

{3) Necessary^ reasonable costs of fsmlly movements and 
personnel movements of a special or mass nature are allowable^ subject to 
allocation on the basis of work or time period benefited when appropriate* 
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DRAFT - 18 Feb 195? 

Part 7 - Fixed-Price Type Contracts 

1$-700 Scope of Pa3rb» This Part sets forth the guidelines to be 
used for the evaluation of costs in negotiated fixed-price type contracts 
and subcontracts 4 including terminations thereof , in those instances where 
such evaluation is required to establish prices for such contracts « 
"Pljced-price type" contracts include, for purposes of this Part, the following: 
(i) fim fixed-price contracts (iSPR 3-U03.1) 
(il) fljced-price contracts with escalation (ASPR 3-2)03.2) 
(iii) fixed-price contracts providing for the redetemdjiation 

of price (ASHl 3-U03.3) T 
(iv) fixed-price incentive contracts (iSFR 3-U03.lt) 
(v) non-cost-reimbursable portion of time and materials 
contracts (ASHl 3-U05.1) 
1$-701 Basic Considerations, (a) Under fixed-price type contracts, 
the negotiated price is the basis for payment to a contractor ^ereas 
allowable coats are the basis for reimbursement under cost-reimbursement 
type contracts. Accordingly, the policies and procedures of ASPR Section 
ni. Part 8, are governing and shall be followed in the negotiation of 
fixed**price type contracts. Cost and accounting data may provide guides 
for ascertaining fair condensation but are not rigid measures of it. 
Other types of data, criteria, or standards may furnish equally reliable 
guides to fair compensation. The ability to apply standards of business 
judgment as distinct from strict accounting principles is at the heart of a 
negotiated price or settlement. 



(b) Among the different types of fUced-price type contracts, ^ 
the need for consideration of costs varies considerably as indicated below: 
(i) Retrospecti ve Pricing and Settlements^ In negotiating 
firm fiaced prices or settlements for work which has been 
completed at the time of negotiation (e.g., final negoUa- 
tions under fixed-price incentive contracts, redetermina- 
tion of price after completion of the work, or negotiaUon 
of a settlement agreement under a contract terndnated 
for convenience of the Qovernnent), the treatment of 
costs is a major factor in arriving at the amount of the 
price or setUement. However, even in these situations, 
the finally agreed price or settlement may represent " 
something other than the sum total of acceptable costs, 
since the final price accepted by each party does not 
necessarily reflect agreement on the evaluation of each 
element of cost, but rather a final resolution of all 
issues in the negotiation process. 
(11) Forward Pricing. The extent to which costs influence 
forward pricing varies greaUy from case to case. In 

negotiations covering fixture work, actual costs cannot be 
known and the ia5)6rtance of cost estimates depends on 
the circumstances. The contracting officer must consider 
all the factors affecting the reasonableness of ihe 
total proposed price, such as the technical, production 
or financial risk assumed, the con^jlexity of work, the 
extent of con9)etitive pricing, and the contractor»s 
record for efficiency, economy and ingenuity, as weU as 
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available cost estimates* He mast be free to bargain 
for a total price i*ich equitably distributes the rislcs 
between the contractor and the Government and provides 
incentives for efficiency and cost reduction. In 
negotiating such a price, it is not possible to identify 
the treatment of specific cost elements since the bargaining 
is on a total price basis. Thus, idiile cost data is often 
a valuable aid, it will not control negotiation of prices 
for work to be performed in the future, e.g., negotiation 
of a firm fixed^-isElce contract, an intermediate price 
revision covering, in whole or inportant part, work which is 
yet to be performed, or a target price under an incentive 
contract* 

. lg"702 Cost Principles a nd Their Use^ (a) When, pursuant to ASIR 15-701, 
costs are to be considered in the negotiation of fixed-price type contract. 
Section X7, Part 2, shall be used as a guide in the evaluation of cost data 
required to establish a fair and reasonable price in conjunction with other 
pertinent consideraUons as set forth more fully in JSm Section m. Part 8. 

, (b) Whenever an occasion., arises in which acceptability^ of a specific 
item of cost becomes an issue. Section TT, Part 2, will serve as a guide for the 
resolution of the issue* 

(c) m applying Part 2 of this Section 17 to fixed-price contracts, 
contracting officers willi (i) not be required to negotiate agreement on each 
individual element of cost; and (ii) be expected to use their Judgment as to 
the degree of detail in which they consider the individual elements of cost in 
arriving at their evaluation of total cost, yheve such evaluaUon is appropriate. 
However, the negotiation record should fully substanUate and justify the 
reasoning leading to any negotiated price* 
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8-213 Coat Principles Applicable to the Settlement of T^.Tm^n^-^.^A 
Pontract3> In the consideration of costs Incident to the 
negotiation of termination settlements, the cost principles 
and procedures in the applicable Part of ASPR, Section X7, 
shall be used as a guide in conjunction with those set 
forth belov: 

(i) Common Items ♦ The cost of items reasonably 
usable on the contractor's other vork shall 
not be considered acceptable xmless the 
contractor submits evidence that it could 
not retain such items at cost without soistaining 
a loss* In deciding whether such Itans are 
reasonably usable on other work of the contractor, 
the contracting officer should consider the 
contractor's plans and orders for cxirrent and 
scheduled production. Contemporaneous purchases 
of common items by the contractor shall be 
regarded as evidence that such itenis are 
reasonably usable on the contractor's othffwork^ 
Any acceptance of common items as allocable 
to the teimlnated portion of the contract should 
be limited to the extent that the quantities 
of such items on hand, in transit, and on order 
are in excess of the reasonable quantitative 
requirements of other work. 
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(ii) Costs continuing after teimlnatlon^ If in a 
partlctilar case, despite all reasonable 
efforts by the contractor, certain costs 
cannot be discontinued Immediately after the 
effective date of termination, such costs 
are generally acceptable within the limita- 
tions set forth In ASPR X7, and this 
paragraph 8-213, except that any such costs 
continuing after temlnatlon due to the 
negligent or wilful falltare of the contractor 
shall be considered unacceptable # 
(ili) Initial Costs / Including starting load and - 
preparatory costs, are generally acceptable. 
(a) Starting load costs are costs of a non- 
recurring nature arising In the early stages of 
production and not fully absorbed because of the 
te rminat ion. Sixch costs may Include the cost of 
labor and material, and related overhead attributable 
to such factors as ( I) excessive spoilage resulting 
from Inexperienced labor, (ll) Idle time and subnonnal 
production occasioned by testing and changing methods 
of processing, (Hi) employee training, and 
(IV) unfamlllarlty or lack of e:q>erlence with the 
product, materials, manufacturing processes and 
techniques. 
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(B) Preparatory costs are costs Inctirred in 
preparing to perfozm the teiminated contract, in- 
cluding costs of initial plant rearrangement and 
alterations, management and personnel organization, 
production planning and similar activities, but 
excluding special machinery and equipment and 
starting load costs • 

(C) If initial costs are claimed and have 
not been segregated on the contractor's books, 
segregation for settlement purposes shall be made 
from cost reports and schedules vhich reCLect the 
high unit cost incurred daring the early stages of 
the contract* 

(D) When the settlement proposal is on 
the inventory basis, initial costs shoxild noimally 
be allocated on the basis of total end items ccOled 
for by the contract immediately prior to teminationj 
however, if the contract includes end items of a 
diverse nature, some other equitable basis may be 
\2sed, such as machine or labor ho\irs« 

(e) vnien initial costs are included in the 
settlement proposal as a direct charge, such costs 
shall not also be included in overhead* 

(F) Initial costs attributable to only one 
contract shall not be apportioned to other contracts* 



(^^) Loss of us eful valxie of special tooling. 

special ma chinery and . equipment Is genf^raiiv 
acceptable: provided (a) such special tooling, 
machinery or equipment is not reasonably capable 
of use la the other work of the contractor; 

(B) the interest of the Government is protected 
by transfer of title or by other means deemed 
appropriate by the contracting officer; and 

(C) the loss of vuaeful value as to any one 
terminated contract is limited to that portion 
of the acquisition cost which bears the same 
ratio to the total acquisition cost as the 
texmlnated portion of the contract bears to 
the entire terminated contract and other 
Government contracts for which the special 
tooling, special machinery and equipment was 
acquired. 

Rental costs under unexpired leases are generally 
acceptable lAere clearly shown to have been 
reasonably necessary for the performance of 
the terminated contract, less the residual 
value of such leases, if: 

(A) the amount of such rental claimed does not 
exceed the reasonable use value of the property leased 
for the period of the contract and such further period 
as may be reasonable, and 
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(B) the contractor makes all reasonable effort 
to termimte^ assign, settle, or otherwise reduce 
the cost of such lease« 

There also may be included the cost of altera- 
tions of such leased property, provided such 
alterations were necessary for the performance 
of the contract, and of reasonable restoration 
required by the provisions of the lease « 
(vl) Settlement expenses including the following 
are generally acceptable: 
(A) accounting, legal, clerical, and similar 
costs reasonably necessaiy for (l) the preparation and 
presentation to contracting officers of settlement 
claims and supporting data with respect to the teiminated 
portion of the contract, and (ll) the teimination and 
settlement of siibcontracts; and 

(b) reasonable costs for the storage, 
transportation, protection, and disposition of property 
acquired or produced for the contract* 
(vll) Subcontractor claims > including the allocable 
portion of claims which are c<^nmon to the 
contract and to other wozk of the contractor 
are generally acceptable* 
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8-302 Cost Principles Applicable to the Settlement of 
Terminated Contracts . See ASRR 8-213. 
Reference Changes 

8-303(a) Page 831 - Line 1|. change parenthetical referense 

8-302(b) (27) to 8-213 (v±). 
8-30Mh) (111) Page. 832 - Line 3 change parenthetical reference 

8-302(h) (13) to 8-213 (ill). 
8-503,5 Page 81*1 - Line 5 change paranthetical reference 

8-302a (l)(a)(ll) to 8-213 (l). 
8-701 Clause par(f ) - Page 862 - Line 3 change reference 8-302 to 

8-213. 

8-703 Clause par(f) - Page 872 - Line 3 change reference 8-302 to 
8-a3. 
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IMEBLnm CONSHEBATIONS IN TEE DEVELOfMEin; 

■ OP 

A CGMFREHENSIVE SET OF CONTRACT COST FRINCIFLES 
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OBJECTIVE r 

To adopt a uniform set of contract cost principles, applicable alike 
to cost determinations and cost estimates In those situations In which 
costs are a factor In pricing. 

DKb'JillTION Am) USE ; 

A listing and definition of individual elaients of cost and statement 
of conditions of allowability or unallowabUlty thereof applicable to all 
situations In which costs are useful, as follows: 

a. For incorporation by reference to cover reimbimsement In cost- type 
contracts and in the determination of formula termination settlements, and 

b. For use by -t— 

(1) Contractors in providing pricing, repricing, and teimlnatlon 
settlement proposals; 

(2) Audit agencies in their advisory capacity of providing 

accomting information; 

(3) Contracting officers in any evaluation of cost information^ 

whenever such information becomes a significant factor in 
paricing or tezminatlon settlements. 

COMSIDERATIOMS : 

a. Cost treatment should be equalized between the several types of 
contracts so that one type of contract will be neither less nor more 
attractive to a contractor or to the Government, by reason only of the 
cost treatment. Thvo, the selection of contract type can be based upon 
the merits of the negotiation, i.e., the conditions surrounding the 
required product or services and the extent of any contingencies covering 
risks, rather than external influnces aarising out of cost ^treatment. 

b. Risk in the form of a contingency principle ought to be recognized 
in thofse Instances in which there is risk exposure. 

c. The objective oug^t to be fairness and equity in the development of 
"one" set of cost principles. We should not deny or restrict allowability 
of a cost, otherwise fair, becata sejieterffl toation of reaso nabl eness , in some 
instances, may be diffictilt/ ^ ^ 



d. We should seek to allow legitimate costs of doing business to the 
extent that such allowance is reasonable and is allocable to the contract in 
question . This concl usion^jigg ulres adop tion of a definition of 'Veasonable" 
and "allocable^' and dBraCT|l ^ese definitions in" the ^i^S^Es^of" 



e. Uniformity of cost treatment and cost result are important objectives. 
However, they should not be achieved by arbitrary formulae in terms of allowar'—^ 
t bility and by unnecessary Imposition of accounting methods and techniques. 
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'A^ ^ ^ SECTION X7 

^ y^J^ COMTRACT COST PRIHCIH£3 





[s.^^^^ Part 1 - APPUCABILITy 



15-101 Scope of YBxt . This Part preacrites the U8e of the co«t 
p:rlnclple8 and atandarda aet forth In the aeveral auceeedlng Farta of thla 
Section in contracting and aubcontractlfig and delineates the nature of 
such uae under different circunatancea. 

15-101*1 U8e> Bart 2 ia preacrihed for uae aa foUova: 

(a) It ahall be uaed aa a contractual baaia^ by incorporation 
by reference in the contract, for detezmination' of t 

(1) Reinlmraable coats under cost-re jj^^ 
contracts, including coat-reinburaement type ^ 
aubcontracta theareunder; 

(2) Reiaburaable coata tinder the coat-relmburaeiiient 
part of tlioe and materiala contract a; and 

(3) Coata of texninated contracta of the type aet forth 
in (1) and (2) above* 

(b) It ahall be uaed in fixed-price type contracta aa general 
gu;Ldance in the negotiation of fair and reaaonable pricea rather than as 
Sy prescribed basis for determining such prices # In this respect, the 
policies and procedures set forth in ASPR iSectlon lU, Fart 8, are 

: gorernlng and shall be followed. The degree of use of the principles 
in Paart 2 in fixed-price type contracts is dependent (l) on the 



eircuBstances of the proeurenent and (11 ) the foxm of fixed-price 
type eostamet^ ae foUovs: 

(1) In formally advertised contracts^ Fart 2 la 
Inapplicable* 

(2) In w^SS^ fixed-price type negotiated contracts, 
vhere, according to ASPR 3-do8«3, cost analysis Is 
required, Bart 2 Is to he used primarily as a means 
of determining the necessity for certain costs, and 
their reasonableness and allocablUty, rather thaa 
as a primary basis for arriving at a prlce« Fomola 
type pricing, i.e., costs plus profit eq:uals price. 
Is Improper and shall not be used. Costa are bui - 
one of . many factors to be used In the negotiation 
Of sTrslQht fixed-price type contracts. 

(3) Itet 2 Is not prescribed, by contract, for use In 
fixed-price Incentive €uid redeteimlnable contracts. 
Nevertheless, because of the major significance of 
costs In the establishment of parlces under these 
types of contracts, the use at Fart 2 In detezmlnlng 
allovablUty of such costs must, of necessity, be ^.e^^v^oX^ 
patterned after Its use under cost-reimbursement 

type contracts. Hovever, since Incentive and 
Indeterminable contracts are basically of the fixed* 
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price type, the fact that a epeciflc Item of cost 
is set forth as "tmaUovable** In Fart 2 shall not, 
except as set forth In belov, preclude special 
^1 consideration of such an item vhen req;aested by the 

contractor on the basis that it contributes to the 
perfoxnanee of the contract* This paragraph (3) 
is equally applicable to texminations of Incentive 
and redetezttinable contracts* 
(If) Notwithstanding (2) and (3) above, certain itens 

of costs are inappropriate for inclusion in Ocrernment 
contracts as allowable items cost, regardless ^of 
the -^npe of contract. Therefore, to the extent ' 

cost analysis is req:uired in fixed-price type contracts, 
the rules of non-flOlowability, set forth in 2 
as to the following items, shall be applied precisely 
M required for eost-relaibursement t^pe contracts: 
a* Federal Income and Excess Profit Taxes* 
b* Entertainment expenses* 
Fines and Penalties* 
(c) Costs under texminations of s^paiSt fixed-price type 
contracts, advertised or negotiated shall be governed by Bart 2, subject 
to the special provisions pertaining thereto set forth In ASER Section X7, 
Part 5. (THIS WHL HEQDIRB PICKIHO UP PBCM SECTIOH VIH AFPUCABIB 
HWVISIOIB PEHEAHJiro TO TBBMISATIOIIS OF STBAKSBI FIXED-PHICB TIES COHTRACTS), 
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DRAFT 

15 Dec 58/jKM 

Proposed Amendments to Draft Dated 2 1 August 1^58 

APPUCABIUTY ^ 
15-000 Scope of Sectl6n » This SectloTcontains general cost prin- 
ciples and standards for use in connection with (i) the detezndnation of 
costs under cost-reimbursement type contracts, (ii) the utilization of 
cost data by contracting officers in the negotiation of fair and reasonable 
prices under the various types of fixed price contracts, and (iii) the 
preparation and presentation^^i^ cost estimates by prospective contractors, 
contractors, and subcontractors # 

Part 1 - AppUcability 
15-101 Scope of Part ^ This Part prescribes the use of the cost 
principles and standards set forth in the several succeeding Parts of this 
Section in contracting and subcontracting and delineates the nature of 
such use under different circumstances • 

15-101*1 Use* Part 2 is prescribed for use: 
^ (i) As a contractual basis, by incorporation by reference in the 
contract, for determination oft 
- (A) reimbursable costs under cost- reimbursement type conjbraots 

including cost-reimbursement type subcontracts thereunder 
and the cost- reimbursement portion of time and materials 
contracts; 

(B) costs of texninated cost-reinbursenient contracts; 
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(C) terminations when the amounts thereof are determined 

: ' ""S-: unilaterally by the contracting officer in accordance 
with ASm 8-209,7(a), 

(D) the deteiwination of final overhead rates, 

(ii) By contracting officers in the evaluation of cost data in ^o^f/UTtCn 
V/xd^ fixed-price incentive and redetenninable type contract^ and 
negotiated termination settlanent agreanents, as foUowa: 
(A) In Retrospective Pricing and Settlements. In negotiating 
firm fixed prices or settlanents for work which has been 
completed or substantially completed at the time of: 
negotiation (i.e., final negotiations under fixed-price 
incentive contract, redetermination of price after ccbb-^ 1 
pletion of the work, or negotiation of a settlemait^ 
agreement under a contract terminated for the convenience 
of the Government), the treatment of costs: is a major 
factor in arriving at the amount of the price or settle- 
ment. Accordingly, ASPR Siaction X7, Part 2, shall serve 
as the basis for evaluation of cost data (but see para- 
gJ^aphs (C) and (D) below). However, the finally agreed ^ 
price or settlonent represents something other than the 
y^total;|m? of acceptable cost^ since the final price 
accepted by each party does not necessarily reflect 
agreement on the evaluation of each element of cost, 

but rather a final resolution of all issues in the 
negotiation process. 
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(B) In Forward Pricing s To the extent that costs are a facto/ 
in forward pricing (i#e#, an intermediate price revision 
coveidng, in whole or important part, work which is yet 
to be performed, or a target price under an incentive 
contract), ASFR Section XV, Part 2, shall be utilized to 
provide general guidance in the consideration of cost data 
incident to the negotiation of fair and reasonable prices 
rather than as a prescribed basis for detexmining such 
prices • In this respect, the policies and procedures 
set forth in ASPR Section III, Part 8, are governing 
and shall be foUowed^^ The extent to \A±ch costs 
influence . t e w a »A pricing varies greatly from case to v 
case. In negotiations covering future work, actual costs 
cannot be known and the importance of cost estimates 
depends on the circumstances • The contracting officer 
must consider all the factors affecting the reasonable-* 
ness of the total proposed price, such as the technical, 
production or financial risk assumed, the complexity of 
work, the extent of competitive pricing, and the 
contractor's record for efficiency, econon^ and ingenuity, 
as well as available 6ost estimates^ He must be free 
to bargain for a total price which equitably distributes 
the risks between the contractor and the Government and 
provides incentives for efficiency and cost reduction* 

( In negotiating such a price, it is not possible to 

0 \ 

>i identify the treatment of specific cost elanents since the 
j bargaining is on a total price basis • 



^ . ^ ' (C) In view of the considerations set forth above ♦ the 
t i'^^" v-''^^ contracting officer; will not be required to specifically 

^.-^ V ^ evaluate and explain the treatment accorded each 

^ ^ individual item of cost in substantiating the justi- 

\ fication of a price# 

(D) Part 2 is not prescribed by this regulation for 
"{'^ ^^ ^ incorporation in fixed-price incentive and redetenidnable a: ^ 
^ type contracts. While recognizing the significance of 
costs in the establishment of prices \ander these types 
of contracts, the use of cost principles in such 
situations must be flexible because the problem is 
one of negotiating a fixed price rather than the f ' 

detenrdnation of allowable or iinallovable costs« " 
^'^ince fixed-price incentive and redetenninable type 
y \ contracts are basically of the fixed-price type, 
^ . nothing in this Part 2 shall be construed as preventing 

the submission by contractors of requests for considera- 
V tion of any item which is considered by the contractor 

to contribute to performance of the contracts Such 
requests shall be in addition to and shall be 
specifically excluded from the development and submission 
of cost data and price analysis contemplated by 
iSPR 15-I01*l(iv) below^ Such infonnation may be taken 
into consideration by the Contracting Officer in 
determining the overall price to the extent appropriate 
to the circumstances of the particular procurement^ 



! (iii) By contracting officers in the negotiation of firm fixed-price^,.—s^ 

: ; ^7P^ contracts. 

. • • la negotiating firm fixed-price type contracts, (including 

those containing escalation prorLsions) and the 
i '\ non-cost-reimburseraent portion of time and materials 

/ . > contracts, the use of cost analysis as a pricing aid is 

3 V f 0 f ' S ^fi— ordinarily not necessary* Accordingly, utilization of 

the cost principles set forth in this Part 2 is not 
appropriate* In some situations, the various techniques 
|| i ^ 'Of pricing enumerated in ASPR Section III, Part 8, wLli 

^ ^ /not be adequate^ In these instances, cost estimates can 

•"^ be of assistance in the negotiation of a fair and reasonable 



price; however, primary concern is with the level of 
estimated cost and secondarily with the types of costs 
included in the estimates* These cost estimates will 
^ ^ usually require evaluation primarily on a cost e^^^t ^ 
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^\ basis, e*g*, the reasonableness of the total labor 

estimate giving consideraticin to total estimated manhours 
or the reasonableness of the overhead figurea on a rate 
basis* In this connection, the general principles set 
. :J. A forth in ASPR 15-201, 15-202 and 15-203 should be 
- ; J;^ : utilized to the maximum degree practicable* 

(iv) By contractors, prospective contractors, and subcontractors, 
as a basis for the development and submission of cost data 
and price analyses to contracting officers for the purpose 




of negotiating estiiaated costs under cost-relmbiirsemdnt type 
contracts or prices tinder fixed-price type contracts, with 
the exception of those proposals expected to lead to the 
negotiation of flzm fixed-prices vhere the prices are to be 
established prior to or at the outset of the vork. Ihe 
above exception includes fixed-price contracts containing 
escalation provisions and the non-cost-reiiabursement portion 
of time and matexlals contracts* 
By the Audit Agencies in their advisoxy capacity of 
providing accounting^in the situations enumerated in (Iv) 
above# 



P&rt 1 - AppllcabUlty 
15»10L Scope of Part * This Fiart prescribes the use of the cost 
principles and standards set for^ In the several succeeding Parts of 
this Section in contracting and subcontracting and delineates the nature 
of such use under different clrcumstsnees. 

15-101«1 Use , Part 2 Is prescribed for use: 

(l) As a contractual basis, by Incozporatlm by reference In the 
contract, for detexmlnatlon of: 

(a) relnbursable costs under cost-relabursanent l^pe contracts 
Including cost-relnbursement -^e sitibcontracts thereunder, 
the cost-reixabursonent portion of tine and materials 
contracts and costs of teznlnated cost-relaburscBient contracts^. 
(U) With reject to (l) above the decisions set forth la this Ptat 2 
as to unallovablUty have been dictated by a variety of reasons. 
Including the administrative difficulty of controlling certain 
ejgpendltures. According, nothing In this Peurt 2 a>"»n be 
construed as preventing the suJmlsslon by contractors of 
req^sts for special conslderatlm of any e^^enses for vhlch 
the contractor wtdd not otiiervlse be reimbursed^ Such 
reqpwsts shall be In addition to and shall be specifically 
^ ^BtBlaM txm. the development and stifanlsslon of cost data, 
. ^ the fee to be paid, contracting officers are 

authorized idiere they c^islder It appropriate to do so to 
Include a fewrtor vhlch vlU give recognition to any legitimate 
contractor eaqpenses tihen such esgpenses are zeasonable under the 
circiBastances of particular procurements* 



(ill) ttider fixed price type contracte the objective la the 

negotlatloa of a mtxtually satlafactoiy^ price or settle&ent 
rather than the detexninatloa of aUowahllJ^ty or unallowibllity 
of Individual cost iteais* Aecofdli|g]^, under such fixed 
price iQ^e contracts^ the principles In this part are 
intended to afford g^eral guidance only to (a) contxaetors 
in the preparation and submission of cost representations, 
(ij) auditors in the rendition of advisory audit reports, 
and (c) contracting officers in their considerations of 
cost data incident to the negotiation of contxact prices* 
15-101.2 "Allovable'* and "Pballovahle" in Connection vith Fixed ftlce 
aanpe Contracts, As used in ASPR, Section 27, Fart 2, the nords "allowtble^'* 
"unallowable, " and the like, shaU, in connection wtfh any fixed-price typ*^ 
contract, mean "acceptable," "unacceptable," and the like. 
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Part 7 - Fixed-Price Type Contracts 

l$-700 Scope of Part > This Part sets forth the guidelines to be 
used for the evaluation of costs in negotiated fixed-price type contracts, 
including terndnationa thereof, in those instances vdiere such evaluation 
is required to establish prices for such contracts , "Fixed-price type" 
contracts include, for purposes of this Part, the following: 
(i) firm fixed-price cnntracts (ASPR 3-U03.1) 
(ii) fixed-price contracts with escalation (ASPR 3-U03,2) 
(iii) fixed-price contracts providing for the redetenaiaation 

of price (ASm 3-U03.3) 
(iv) fixed-price incentive contracts (ASPR 3-U03,l») 
(v) non-cpst-reiinbursable portion of time and materials I 
contracts (ASPR 3-U0?.l) 
1$-701 Basic Considerations, (a) Under fixed-price type contracts, 
prices, not separate elemtais of cost plus profit, are to be negotiated. 
A negotiated price is the basis for payment to a contractor under fixed- 
price type contracts; allowable costs are the basis for reimbursement 
under cost-reimbursement type contracts. Accordingly, the poUcies and 
procedures of ASPR Section III, Part 8, are governing and shall be followed 
in;the negotiation of fisrad-price type contracts. 

(b) As recognized in ASPR Section III, Part 8, there are within 
the fixed-price type category of contracts certain situations, ^iSv, 
incentive and redetenrdnable contracts, in which costs are a significant 
factor in the negotiation of prices. In such situaUons, costs must be 
submitted by contractors, evaluated by the Government, and used as 
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appropriate in negotiating fair and reasonable prices* However, since /^^^ 
)ha basic objective, even in these situations, is the negotiation of a 
price ratiier than the determination of allowable and unallowable costs, 
the use of cost principles must be flexible* 

1$'"702 Cost Principles and Their Use* (a) When, pursuant to 
ASEft 1^-701, costs are to be considered in fixed-price type contracts. 
Section XV, Part 2, shall be used to provide general guidance in the 
consideration of cost data in conjunction with other pertinent considerations 
as set forth more fuUj in ASPR Section III, Fart 8, reqiiired to establish 
a fair and reasonable price# 

(b) In using Part 2 of this Section X7 for general guidance, 
contracting officers are not necessai^ly required t^i^ ^ecifijc^^jBvaluate^ 
each Individual item of cost (as is required for cost-reiinbursement type 
contracts) in establishing a price; nor shall they be required, in sub- 
stantiating or Justifying a negotiated price, to explain the treatment 
accorded each such item of cost* Notwithstanding the above, contracting 
officers are required to fUUy substantiate and Justify any negotiated 
price , lu umiitfy l aim ii llli ILei piiclilg Mcliip,i|w> e oo^ gept h- iM AOni J^OeOf ' " ^ 
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SECTIOBT XT" 
CONTRACT COST PRINCIPLES 

15-000 Soope of Seotion, This Seotioa contains general coat principles 
and standards in connection with (i) the determination of historical costs, 
(ii) the preparation and presentation of cost estimates by contractors and 
subcontractors, and (iii) the review, audit and evaluation of cost data; id 
the negotiation and administration of Government contracts and subcontracts 
thereunder* 

Part 1 - Applicability 
15-100 Scope of Part, This Rurt prescribes the circumstances under which 
the cost principles and standards set forth in the several succeeding Parts 
of this Section shall be used in contracting and suboontraoting and the nature 
of tkat use* 

IS^lOl Applicabilit y of Part 2* (a) General* In all contracts described 
in ASPR 15-200, ASPR, Section X7, Part 2, shall t 

(i) be incorporated by reference so as to provide the contractual 
basis £or ascertaining — 

(A) reimbursable costs under cost-reimbursement type contracts 
and the cost-reimbtar$ement portion of time and materials 
contracts, and 

(B) costs which will be allowed by the contracting officer in 
unilaterally determining the amount due the contractor 
under a fixed-price type contract terminated for the 
convenience of the Government or a terminated cost- 
reimbursement type oontraotj 
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(il) serve aa the basis for ^ 

(a) the development and submission of cost data and price 
analyses by oontraotora and prospective contractors in 
support of pricing, repricing^ negotiated overhead 
rates, requests for progress payments, and termination 
settlement proposals} 

(b) the evaluation of cost information by contracting 
officers in the negotiation and administration of 
contracts, whenever such information beocmes a factor 
in pricing, repricing, establishing overhead rates, 
disposing of requests for progress payments, or settle- 
ment of termination claims by agreement} 

(C) the resolution of questions of acceptability of /""^ 

specific items of cost in retrospective pricing} 
(d) audit reports prepared by audit agencies in their 

advisory capacity of providing accounting information} and 
(iii) serve as a guide for the resolution of questions of acceptability 
of specific items of costs in forward pricing when such costs 
have become an issue* 
(b) Use in Retrospective Pricing and Settlementsp In negotiating firm 
fixed prices or settlements for work which has been completed or substantially 
completed at the time of negotiation (e*g#, final negotiations under fixedU 
price incentive contract, redetermination of price after completion of the work, 
negotiation of final overhead rates, or negotiation of a isettlement agreement 
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under a oontraot terminated for the convenience of the Government), the treat- 
ment of costs is a major factor in arriving at the amount of the price or settle^ 
ment. Accordingly, ASPR, Section XV, Part 2, shall serve as the basis for 
the development and evaluation of cost data, and in any event for the resolii- 
tion of questions of acceptability of costs in retrospective pricing. However, 
the finally agreed price or settlement represents something more than the sum 
total of acceptable costs, since the final price accepted by e aoh party does not 
necessarily reflect agreement on the evaluation of each element of cost, but 
rather a final resolution of all issues in the negotiation process* 

^30 in Forvra^'d Prioingo To the extent that costs are a factor in 
forward pricing, ASPR, Section X7, P&rt 2, shall apply to the development: and 
evaluation of cost data. The extent to which coats influence forward pricing 
varies greatly from case to case. In negotiations covering future work, actual 
costs cannot be known and the importance of cost estljnates depends on the cir-. 
cumstances. The contracting officer must oonsidar all the factors affecting the 
reasonableness of the total proposed price, such as the technical, production 
or financial risk assumed, the complexity of work, the extent of competitive 
pricing, and the contractor's record for efficiency, economy and ingenuity, as 
well as available cost estimates. He must be free to bargain for a total price 
which 'eq\iitably distributes the risks between the contractor and the Government 
and provides inoektives for efficiency and cost reduction. In negotiating such 
a price, it ia not possible to identify the treatment of specific cost elements 
since the bargaining is on a total price basis. Thus, while Part 2 will be used 
to develop and evaluate cost data, it will not control negotiation of prices for 
work to be performed in the future (e.g., negotiation of a firm fixed-price 



3 



Draft 

10 September 1957 

oontraot an intermediate price revision covering, in whole or important part, 
■ work which is yet to be performed, or a target price under an incentive oontraot. 
Nevertheless, when the question of acceptability of a specific item of cost 
becomes an issue. Part 2 will serve as a guide for the resolution of the issue. 

(d) "Allowable" and "Ifaallowable" in Conneotion with Fixed«Prioe Type 
Contracts, Ag used in ASPR, Section XV, Part 2, the words "allowable," "unaU 
lowable," and the like, shall, in connection with any fixed-price type contract, 
mean "acceptable," "unacceptable," and the like. 

Part 2 - Principles and Standards Applicable 
to Supply, Servico, and Research aai 
De'TOlopment Contracts with ComMrcial 
Organizations 

15;200 Scope of Part. This Part contains, for use in accordance with the 
_ provisions of ASPR 15-101, general principles and standards for the evaluation 
and determination of costs in connection with supply, service, and research and 
development contracts, other than (l) such contracts with educational or other 
nonprofit institutions, (ii) construotlon contracts and contracts for architect, 
engineering services related to construction, and (iii) facilities contracts and 
clauses in supply or service contracts providing for the furnishing of facilities, 
15-201 Basic Considerations. 

15-201.1 Composition of Total Cost. The total cost of a oontraot is the 
sum of tlie allowable direct and indirect costs allocable to the oontraot, i&- 
ourred or to be incurred^ less any allocable credits. In ascertaining what 
constitutes costs, any generally accepted method of determining or estimating 
costs that is equitable under the clrounstances may be used, including standard 
costs properly adjusted for applicable variances. 
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15^201^2 Faotors Affeotine Allowrabllity of Coats. Factors to be considered 
in determining the allowability of individual items of cost include (i) reasoi*- 
ableness, (ii) allooability, (iii) application of those generally accepted 
accounting principles and practices appropriate to the particular circumstances, 
(iv) significant deviations from the established practices of the contractor 
which would substantially increase the contract costs, and (▼) any limitations or 
exclusions set forth in this Part 2, or otherwise included in the contract as to 
types or amounts of cost items. 

15-201.3^ Dofinition of Reascaableneasn A cost is reasonable if, in its 
nature or amount, it does not exceed that which would be incurred by an ordi- 
narily prudent person in the conduct of competitive businesso The question of 
the reasonableness of specific costs must be sorutiniaed with particular care in 
connection with companies or separate divisions thereof which are not subject to 
competitive restraints because the preponderaiioe of their business is with the 
Goveraaent or because of any other reason, r^hat is reasonable depends upon a 
variety of considerations and circumstances involving both the nature and amount 
of the cost in question. In determining the reasonableness of a given cost, 
consideration shall be given tot 

, (i) whether the cost is of a type generally recogniied as ordinary 
and necessary for the conduct of the contractor's business- and 
the performance of the contract} 
(ii) the restraints or requirements imposed by such factors as 

generally accepted sound business practices, arm's length bar- 
gaining. Federal and state laws and regulations, and contract 
terms and specifications} and 
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(iii) the action that a prudent business man would take in the oirw 
oumstances, considering his responsibilities to the owners of 
the business^ his employees, his customers, the Government and 
the public at large* 
15»»201o4 Definition of Allocability* A cost is allocable if it is assign- 
able or chargeable to a particular cost objective, such as a contract, product, 
product line, process, or class of customer or activity, in accordance with the 
relative benefits received or other equitable relationshipo Thus, a cost is 
allocable to a Government contract if itt 

(i) is incurred specifically for the contraotj 
(ii) benefits both the contract and other work or both Government 
work and other work and can be distributed to them in reason* 
able proportion to the benefits reoeivedi or 
(iii) is necessary to the over-all operation of the bizsiness^ 

although a direct relationship to any particular cost objective 
cannot be showno 

15-201o5 Credits* The applicable portion of any actual or anticipated 
income, rebate, allowance, and other credit relating to any allowable cost, rem 
ceived.by or accruing to the contractor, shall be credited to the Government 
either jas a cost reduction or by cash refund, as appropriate* 

15-202 Direct Costs* 

(a) A direct cost is any cost incurred or to be incurred solely for the 
benefit of a single cost objective* Classification of an item as a direct cost 
is not determined by its incorporation in the end product, as material or labor* 
Costs incurred or to be incurred solely for the benefit of the contract are direct 
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costs of the contract and are to be charged drectly thereto© Costs incurred 
soleJy for the benefit of other work of the contractor are direct costs of that 
work and are not to be charged to the contract directly or indirectl7<» 

(b) This definition sball be applied to all items of cost of significant 
amount regardless of the established accounting practices of the contractor 
unless the contractor demonstrates that the a^^xlication of his current practice 
achieves substantially the same results^ Direct cost items of minor aznount may 
be distributed as indirect costs as provided in AS!?B LXS^SO^o 
_ 15^203 Indirect Costs 

(a) An indirect cost is any cost inouzred or to be ineuzred for the benefit 
of more than one cost bb Jective* Minor direct cost items may be considered to be 
indirect costs for reasons of practicality^ After direct costs have been deters 
mined and chaargeid directly to the contract or other work as appropriate^ indirect 
costs are those remaining to bei allocated to the several classes of work# 

(b) Indirect costs shall be accumulated by logical cost groupings with 
due consideration of the reasons for incurring the costs yt±ch are in turn dls^ 
trlbuted to the cost objectives* Each grouping shouM be detexudned so as to 
permit distribution of the grouping on the basis of the benefits accruing to the 
several cost objectives* Commonly^ manufacturing oveziiead^ selling expenses^ and 
general and administrative expenses are separately grouped* Similarly^ the par-* 
ticular case may require subdivisions of these groupings} eeg*^ builiing occupazw 
cy costs might be separable from those of persoimel administration within the 
mazxufacturing overhead group* The number and composition of the groupings g»>ftt^'H^ 
be garoroed-.bj: pta^icBX considdi^tiofflf ^ shoulil- be stfch as not ^;<; c6^ 
plicate the aHdcatibn where substantially the sajfia results are achieved through 
IsOT precise methods* 
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(c) Each cost grouping shall be distributed to the appropriate cost ob^ 
tiveso Ihis necessitates the selection of a distribution base common to aUL 
cost objectives to ^ch the grouping is to be allocated* The base shouU be 
selected so as to permit allocation of the grouping on the basis of the benefits 
accruing to the several cost objectives* This principle for selecUon is not to 
be applied so rigidlyas to unduly complicate the allocation where substantially 
the sane resulta are achieved through less predLse methods*. 

(d) The method of allocation of indirect costs must be based on the 
ticuLar clrcumstai ces involved* The method shall be in accord with ttiose gen- 
orally accepted a ccoimting principles which are applicable in the circumstances* 
The contractor's established practices^ if in accord with such generally accepted 
accounting principles^ shall be acceptable* Bowever^ the methods used by the 
contractor may require reexaodnation wheu 

(1) any substantial <9.fference occurs between the cost patterns 
of work under the contract and other work of the contr^torj; or 

(il)any significant change occurs in the nature of Ithe business^ 
the extent of subcDntracting^ fixed asset imp r ov eme nt programs^ 
the inventories^ the volume of sales and production^ manufactuzlng 
processes^ the contractor's product s^ or other relevant 
drcunstei cee* 

(e) A base period for allocation of indirect costs is the period dirlng 
which such costs ax*e incurred and accumulated for distribution to work perfozmed 
in that pearled* The base period or periods shall be so selected as to represent 
the paeriod of contract performance and shall be sufficiently long to avoid 
inequities in the allocation of costs^ but normally no longer than one year^ ^^^^^ 
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t'Jhen the contract is performed over an extended period of time^ as many 
such base periods Tdll be used as will be required to represent the period 
of contract performance • 

I5''20lt Application of Principles and Standards > 
l5-20Ua General s 

(a) Costs (including those discussed in ASPR 15-20U*2) shall not be 
allowed except to the extent that they are reasonable (see ASPR l5-201»3)i 
allocable (see ASFR 15-201«14)^ and determined to be allowable in view of the 
other factors set forth in ASPR 15-201*2 

(b) The extent of allowability of the selected items of cost covered 
in ASPR 15*20U«2 has been stated to apply broadly to maqy accounting systems 

in varying contract situations* Thus^ as to any given contract^ the reasonable* 
ness and allocability of certain items of cost may be difficult to determine^ 
particularly in the case of contractors whose business is predominantly or 
substantially with the Government. In order to avoid controversy and 
possijble subsequent disallowance based on unreasonableness or non-allocabil- 
ity^ the extent of allowability of such costs should be specifically dis- 
cussed" and agreed to in advance of the contractor's incurring of such costs 
under| cost--reiinbursement type contracts j fixed-price incentive contracts^ and 
fixed-price contracts subject to price redetermination* Any such agreement 
should be incorporated in cost-reimbursement type contracts or made a part 
of the contract file in the case of negotiated fixed-price t^ contracts ^ 
and should govern the cost determinations covered thereby throughout the 
performance of the related contract* Such items of cost include: 
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use charges for f ully doprecia ted assets (ASfF. l5-20ii.2(i)(6' 
(ii) food and dormitory servico furnished /vxithout cost to 

emplo.vQos or involving significant losses (AS PR l5-20U.2(n)) j 
(iii) deferred maintenance costs (ASPR 15-201|.2 (t)(l)(ii))} 
(iv) pre-contract costs (ASPR l5-20lt.2(dd)) j 
(v) research end development costs (ASPR l5-20U.2(ii)(6))j 
(vi) royalties (ASHl 15-20li.2 (jj))j 

(vli) selling ?nd distribution costs (ASPR l5-20ii.2(klc)(2))} and 
(viii) travel costs, as related to special or aoss personnel move- 
ment (ASiR l5-20U.2(ss) (5)). 
(c) Selected items of cost are considered in ASPR l5-20l;.2. However, 
ASPR 15-204,2 does not cover every element of cost snd every situation that 
might c-riso in a p?rticulnr case. Failure to treat any item of cost in 
ASiR 15-20U.2 is not intended to ijaply that it is either alloirable or unaUou- 
able. 1/ith respect to cU items, whether or not specifically covered, deter- 
mination of allowability shall be based on the principles and standards set 
forth in this Part and, whore appropriate, the treatment of siiailar or related 
selected items. 
15-20lt;2 Selected Costs . 

(a ) Advertising Costs . 

(1) Advertising costs include the cost of advertising media ?ni 
corollary administrative costs. AdvQrt..sing iiBdia include magazines, news- 
papers, radio and television prograca, direct mail, trade papers, outdoor 
advertising, dealer cards and window displays > conventions, exhibits, free 
goods and samples, and sales literg|nire. The following advertising costs are 

allowables 1^ 
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bonds as bid^ performance, payment, advance payment, infringement, and fidelity 
bonds* 

(2) Costs of bonding required pursuant to the terms of the contract 
are allowable* 

(3) Costs of bonding required by the contractor in the general con- r 
duct of his business are allowable to the extent that such bonding is in 
accordance with sound business practice and the rates and premiums are reasonable 
under the circumstances* 

(e) Civll^DefenflQ CAat^y, 

(1) Civil defense costs are those incurred in planning for, and the 
protection of life and property against, the. possible effects of eneny attack* 
Reasonable costs of civH defense measures (including costs in excess of «fttnT«»T 
plant protection costs, first-aid training and supplies, fire fighting training 
and equipment, posting of additional exit notices and directions, and other 
approved civil defense measures) undertaken on the contractor's premises pursuant 
to suggestions or requirements of civil defense authoritl«ts are allowable when 
allocated to all work of the contractor* 

(2) Costs of capital assets under (1) above are allowable through 
depreciation in accordance with (i) below* 

(3) For contributions to loqal oivil defense funds and projects, see 
(h) below. : 

(f) Compensation ^t^v ?f^?9pft l Servieaa. 

(1) General, Compensation for personal services includes all 

remuneration paid or accrued, in whatever form and whether paid iimnediately or 

deferred, for services rendered by en^loyees to the contractor during the period 

of contract performance. It includes, but is not limited to, salaries, wages, 
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(1) advert;Lsing in trade and technical Journals, provided 

such advertising does not offer specific products or 

services for sale but Is placed In Journals which are 

valuable for the disseminatlbn of technical Information 

within the contractor's Industry; and 

(11) help wanted advertising, as set forth in (gg) below, when 
ccnsideired in conjunction wl'Mi all other recruiting costs 

(2) All other advertising costs are unallovable. 

(b) Bad Debts , Bad debts, including losses (whether actual or 
estioated) arising fjrom uncollectible customers* accounts and other claims, 
related collection costs, and related legal costs, are unallowable^ 

(c) Bidding Coats , Bidding costs are the costs of preparing bids or 
proposals on potential Govemoent and non-Goveminent contracts or projects, 
including the development of engineering data and cost data necessary to 
support the contractor's bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past account- 
1 ng periods shall be allocable in the current period to the Goveznment con- 
tract; however, the con^tractor's established practice may be to treat bidding 
costs by some other recognized method. Regardless of the method used, the 
results obtained may be accepted only if found to be reasonable and 
equitable. 

(d) Bor^^pg C99t3> 

(1) Bonding costs arise when the Government requires assurance 

against financial loss to itself or others by reason of the act or default of 

the contractor* They arise also in instances where the contractor requires 

similar assurance. Included are such 
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directors^ and executive committee members' fees> bonuses, incentive awards, 
employee stock options, fringe benefits, and contributions to pension, annuity, 
stock-bonus and profit-sharing plans. Except as otherwise specif ically provided 
in this paragraph (f), such costs arc allowable to the extent that the total 
compensation of individual employees is reasonable for the services rendered. 

b. Compensation is reasonable to the extent that the total amount 
paid or accrued, is commensurate with compqnsation paid under the contractor's 
established policy and conforms gunorally to compensation paid by other con- 
tractors of the same sizo, in the same industry, or in the same geographic area, 
for similar services. Condensation will be particularly scrutinized to dotormino 
whether the compensation is reasonable in amount and is for actual personal 
services, rather than a distribution of profits, when paid (i) to owners of 
close^'teld corporations, (ii) to partners and solo proprietors, (iii) to 
members of the immediate families of persons within (i) and (ii)> above, or (iv) 
to persons who are committed to acquire a substantial financial interest in the 
contractor's enterprise. In addition, compensation expensics must be particularly 
scrutinized in light of the presence or absence of the restraints occurring in 
the copduct of con^etitive business. 

. • £• Conpcnsation. for services rendered paid to partners and sole 
proprietors in lieu of salary will bo allowed to the extent that it is reasonr 
able and does not constitute a distribution of profits. 

d. In addition to the general. requirements set forth in a through c 
above, certain forms of compensation are subject to further requirements as 
specified in (2) through (ll) below. 

13 
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(2) Salaries and Wages . Salaries and wages for current services /- — " 
include gross ccmpensatlon paid to employees in the form of cash, products, u*- 
services, and are allowable subject to the qusULiflcations of (y) below* 

(3) Cash Bonuses and Av/ards > Cash bonuses, suggestion aixards, and 
safety awards, based on production, cost reduction, or efficient management or 
performance, are €dlowable to the extent paid or accrued purstiant to an 
agreement entered into in good faith between the contractor and the employees 
before the services were rendered, or purrtumt to an established plan followed 
by the contractor so consistently as to iinply, in effect, an agreement to make 
such payment. 

iS) Bonuses and Incentive Compensation Paid in Stock > Costs of 
bonuses and incentive compensation paid in the stock of the contractor or of an 
affiliate are allowable to the extent set forth in (3) above (including the 
incorporation of the principles of paragraph (7) below for deferred bonuses 
and incentive compensation), subject to the following additional requirements: 
(i) valuation placed on the stock shall be the fair market value, 
determined upon the most objective basis available;, and 
(11) accruals for the cost of stock prior to the issuance of such 
stock to the employees shall be subject to adjustment 
according to the possibilities that the employees will not 
receive such stock and their interest in the accrueds will 
be forfeited. 

Such costs otherrrtse 8JJ.owable are subject to adjustment according to the 
principles set forth in (7)c. below. (But see ASER 15-204.1 (b).). 

(5) Stock (^tions .' The cost of options to employees to purchase 
stock of the contractor or of an affiliate are unallowable. 

(6) Profit Sharing Plans > For purposes of these principles, profit 
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shf.ring plana arc divided into two typos, namely, immediate payment plans and 

deferred distribution plans. Immediate payment plana include those which provide 
for payment (of the profits being distributed) to the individual officers and 
employees shortly after determination of the amount due to each rather than after 
a lapse of a stated period of years or upon the retirement, death or disability 
of the individual officers and employees. Deferred distribution plans include 
thoso which provide for payment (of the profits being d istributod) into a separate 
bank account or fund usually under the control of a trustee, for disbursement to 
the individual officers and employees after, a stated period of yxjars or upon their 
retirement, death or disability. Profit sharing plan costs under plans of the 
immediate distribution typo are unaUowablc, Profit sharing plan costs under 
plans providing for deferred distributions will be allowable, subject to the. pro- 
visions of paragraph (?) below, only in those cases and to the extont the distri- 
butions of benefits are to be made upon or after retirement, disability or death 
of the covered officers and enployees* 

^7) Deferred Compensation, a. As used herein, deferred coii?3onsation in- 
cludes all remuneration, in whatever form, for services currently rendered, for 
which the employee is not paid until after the lapse of a stated perioci of years or 
the occurrence of other events as provided in the plans, except that it does not in- 
clude nDr?nal end of accounting period accruals. It includes (i) contributions to 
paaision, annuity, stock bonus, and profit sharing plans, (ii) contrl23utions to dis- 
ability, withdrawal, insurance, survivorship, and similar benefit plans, and (iii) 
other deferred compensation, whether paid in cash or in stock. 

b. Deferred coupcnsation, including profit sharing plan costs 
allowable undjr (6) above, . is allowable to the extont that (i) it is for ser- 
Ices rendered during the contract period; (u) it is, together with' all 
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other oompensation paid to the employee, reasonable In suaount; (iii) it ia paj 
pursuant to an agreement entered into in good faith between the contractor and 
employees before the servioes are rendered, or pursuant to an established plan 
followed by the contractor so consistently as to imply, in effect, an agreement 
to make such payments? and (ir) for a plan which is subject to the Bureau of 
Internal Re-Tenue, it falls within the criteria and standards of the Internal 
Reronue Code and the regulations of the Bureau of Internal Revenue. (But see 
ASPR l5-204.l(b),) 

o« In determining -tiie cost of deferred compensation allowable 
under the contract, appropriate adjustments shall be mads for credits or gains 
arising out of both normal and abnormal employee turnover, or any o-ttier oontia- 
genoies that can result in a forfeiture by employees of suoh deferred compen- 
sation. Adjustments shall be made only for forfeitures "vrtiieh direotly or in- 
directly inure to the benefit of the contractor; forfeitures irtiich inure to th 
benefit of other employees covered by a deferred compensation plan with no 
reduction in the contractor's costs will not normally give rise to adjustment in 
contract costs* Adjustments for normal employee turnover shall be based on the 
contractor's experience and on foreseeable prospects, and shall be reflected 
in the amount of cost currently allowable* Suoh adjustments will be unnecessary 
to the extent that the contractor can demonstrate that its contributions take 
into account normal forfeitures. Adjustments for possible future abnormal for- 
feiturea shall be effected according to the following rules r 

(i) abnormal forfeitures that are foreseeable and which can 
be currently evaluated with reasonable Movraay, by 
actuarial or other sound oomputation, shall be reflected 
by an adjustment of ctirrent costs otherwise allowable? and 
(ii) abnormal forfeitures, not within (i) above, may be mads 

the subject of agreement between the Go-Tersment and the 
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contractor either as to an equitable adjustment or a 

method of determining such adjustment. 
d« In determining whether deferred conqjensation is for services 
rendered during th« contract period or is for future services, consideration • 
shall bo given to conditions imposed upon eventual payment, such as, requirements 
of continued employment, consultation after retirement, and covenants not to com- 
pete. Similar consideration should be given to the cost of past service credits 
of pension and annuity plans« 

(8) Fringe Benefits > See (o). . 

(9) Overtime^ Extra-Pay Shift and ^lulti^-Shift Premiums^ See (y). 
do) Training and Education Expenses » See (qq). 

. (ll) Insurance and Indemnif ication» See (p)« 
(g) Contingencies. 

(1) A contingency is a possible future event or condition arising 
from presently known or unknown causes, the outcome of which is indetermimblo 
at a present time^ 

(2) In historical costing, i*e., costing ^s related to past events or 
exp^Tionce, contingencies are not allowable ♦ 

(3) . In connection with estimates of futtire costs, contingencies fall 
into twp categories; 

(i) those which may arise from presently known and existing 
conditions, the effects of which are foreseeable within 
reasonable limits of accuracy; e,g., anticipated costs of 
rejects and defective workj in such situations where they 
exist, contingencies of this category are to bo included in* 
the estimates of future cost so as to provide the best 
estimate of performance costs, and 
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(ii) those whloh may arise from presently kuOT/n or unknown 
oonditiona, the eff eot of whioh oannot be measured so 
precisely as to provide equitable results to the oon- 
traotor and to the Gov-ernmenti e.g., results of pending 
litigation, and other general business risks. Contin- 
genoies of this category are to be excluded from cost 
estimates under the several items of cost, but should 
be disclosed separately, including the basis upon which 
the contingency is computed in order to facilitate the 
negotiation of appropriate contractual coverage (see, for 
example, (p), (t), and (mm) below), 

Contributions and Donations^ Contributions and donationa are - 
unallowable* 

(i) Depreciation. 

(1) Depreciation is a charge to current operations which distributes 
the coat of a tangible capital asset, less estimated residual value, over the 
estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospective 
period of eoonomic usefulness in the particular contractor's operations as dis- 
tingtiished from physical life. 

(2) Normal depreciation on a Contractor's plant, eqxxipment, and other 
capital facilities is an allowable element of contract costj provided that the 
amount thereof is computed^ 

(i) upon the property cost basis used by the contractor for 

Federal income tax purposes (see Section 167 of the Ihtemal 
Revenue Code of 1964) | or '^^^ 



18 



Draft 

10 September 1957 
(ii) in the oase of nonprofit or tax-exempt organizations , upon 
a property oost basis which oould have been used by the 
contractor for Federal income tax purposes, had such 
organizations been subject to the payment of income tax; 
and in either case 
(iii) by the consistent application to the assets concerned of 
any generally accepted accounting method, and subject to 
the limitations of the Internal Revenue Code of 1954, 
including — 

(a) the straight line methodi 

(B) the declining bcdanoe method, using a rate not 
escoeeding twice the rate which would have been 
used had the annual allowance been computed under 
the method described in (a) abovei 

(C) the sum of the years-digits method; and 

(d) any other consistent method productive of an annual 
allowance which, when added to all allowances for 
the period commencing with the use of the property 
and including the current year, does not, during the 
first two- thirds of the useful life of the proper-^, 
«3C0««<i the tot«I of suoh allowanoes whioh would have 
"bsen used had suoh allcnranoes heen oomputed under the 
method described in (B) above* 
(3) Depreciation should usually be allocated to the contract and 
other work as an indirect cost. The amount of depreoiatica allowed in any 
acpounting period may, consistent with the basic objectiTea set forth in (l) 
aboTre, vary with volume of production or use of multi^shift operations* 
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(4) In the ease of emergenoy facilities covered by certificates of 
naoessity, a contractor may elect to use normal depreciation without requesting 
a determination of "true depreciation" or may elect to use either normal or 
"true depreciation" after a determination of "true depreciation", has been made 
by an Emergency Facilities Depreciation Board, The method elected must be 
followed consistently throughout the life of the emargenoy facility. Tifhere 
an election is made to use normal depreciation, the amount thereof for both the 
emergenoy period and the post-emergency period shall be computed in accordance 
with (2) above. ^Jhere an election is made to use "true depreciation," the 
amount allowable as depreoiationj 

(i) with respeot to the emergenoy period (5 years), shall be 
computed in accordance with the determination of the 
Emergency Paoilitiea Depreciation Boardi and 
(ii) after the end of the emergenoy period, shall be computed b, 
distributing the remaining undepreciated portion of the cost 
of the emergenoy facility over the balance of its useful life 

(but see (6) below); ^Mjided the remaining undepreciated 
portion of such cost shall not include any amount of ua- 
. recovered "trvw depreoiation." 

J (5) Depreciation on idle or exoesa facilities shall not be allowed 
except on such facilities as are reasonably necessary for current and immedi- 
ately prospective production* 

(6) No depreciation, rental, or use charge shall be allowed on the 
contractor's assets which have been fully depreciated when a substantial portion 
of such depreciation was on a basis that represented, in effect, a recovery 
thereof as a charge against Government contracts or subcontracts. Otherwise, a 
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mutually agreed upon \2se charge may be allovired« (But see ASFR 15-204»l(b)») 
In deteminlng this oharge^ consideration should be given to oost, total esti«- 
mated useful life at time of negotiation^ and effect of any increased maintenance 
charges or decreased efficiency due to age# 

(d) Employee Morale j Healths and VJelf are Costs and Credits# Reasonable 
coats of health and welfare activities, such as hotase publications, health or 
first-aid clinics, recreational activities, and employee oouaseling services^ 
incurred, in accordance with the contractor's established practice or custom in 
the industry or area, for the improvement of working conditions, employer- 
employee relations, employee morale, and employee performance, are allowable^ 
Such costs shall be equitably allocated to 



21 



Draft 

10 September 1957 

all work of the oontraotor. Income generated from any ef these activities she 
be credited to the costs thereof unless such income has been irrevocably set over 
to employee welfare organizations o 

• (k) Entertainment Costso Costs of amusement, diversion, social activities 
and inoldental costs relating thereto, such as meals, lodging, rentals, .transport 
tation, and gratuities, are unallowable (but see (J) and (pp))« 

(1) Excess Facility Costso Costa of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably necessary 
for current cmd immediately prospective production purposes, are unallowable • 
The costs of excess plant capacity reserved for defense mobilization production 
shall be the sx&ject of a separate contract • 

(m) Fines and Penaltieso Costs resulting from violations of, or failure 
of the contractor to comply with. Federal, State, and local laws and regulations?^ 
are unallowable except when incurred as a result of compliance with specific 
provisions of the contract, or instructions in writing from the contracting 
offioe*^ 

(n) Food Service and Dormitory Costs and Credits^ Food and dormitory 
services include operating or furnishing facilities for cafieterias^ dining rooms, 
canteens', lunch wagons, vending machines, living accommodations or similar types 
of services for the contractor's employees at or near the contractor's facilitieSi 
Reasoniable losses from the operation of such services are allowable if they are 
allocated to all activities served^ Pihere it is the policy of the contractor to 
operate such services without cost to -the employee, reaj^onabla. costs of such 
operations are allowable if they are allocated to all activities served^ (But 
see ASPR 15-204«l(b)#) Profits (except profits irrevocably set over to eui em- 
ployee welfare organization of the contractor in amounts reasonably useful for 
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the benefit of the employees at the site or sites of oontraot performanoe) 
acoriiing to the oontraotor from the operation of these services, whether operated 
by the oontraotor or by a oonoessionaire, shall be treated as a oredit, and 
allooated to all actlTities servedo 

(c) Fringe Benefits i » Fringe benefits are allowanoes and services pro- 
vided by the oontraotor to its employees as compensation in addition to regular 
wages and salaries* Costs of fringe benefits, such as pay for vaaatidMo lioll*- 
days, sick leave, military leave, employee insurance and supplemental employment 
benefit?4pl8ns, are allowable to the extent required Isy laxr, employer-employee 
agreement, or an established policy of the oontraotor^ 

(p) Insurance and Indemnlf ioationo 

(1) Insurance includes (i) insurance which the contractor is required 
to carry, or which is approved, under the terms of the oontraot, and (ii) any 
other insurance which the contractor maintains in connection with the general 
conduct of his business* 

£• Costs of insurance required or approved, and maintained, pur- 
suant to the contraott are allowable* 

b* Costs of other insurance maintained by the contractor in con- 
nection with the general conduct of his business are allowable subject to the 
following limitations s 

(i) types and extent of coverage shall be in aooordanco 

with sound busiziess practice and the rates and premiums 
shall be reasonable under the circijunstanoesf 
(ii) costs allowed for business interruption or other 
insurance shall be limited to exclude coverage of 
profit, interest, and any other items of cost ubp* 

allowable under this Part} 
23 



Draft 

10 September 1957 
(iii) coats o£ inauranoe or of any contributions to any reservr 
covering the risk of losa of or damage to Goremmant-owned 
property are allowable only to the extent that the Government 
shall have required or approved suoh oostsj 
(It) contributions to a reserve for an approved self-insurance 
program are allowable to the extent that the types of 
coverage, extent of coverage, and the rates and premiians 
would have been allowed had insurance been purchased to cover 
the risksj and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors are allowable to the extent that the insurance 
represents additional compensation (see (f) above), 
o« Actual losses irtiich could have been covered by permissible 
insurance (through an approved self-insuranee program or otherwise) are unallov. 
able unless e:q»ressly provided for in the contract, except; 

(i) costs incurred because of losses not covered under wnm4r.^x 
deductible insurance coverage provided in keeping with 
sound business practice, are allowables and 
(ii) minor losses not covered by insurance, such as spoilage, 

breakage and disappeeurance of small hand tools, which occur 
in the ordinary coursW of doing business, are allowable* 
(2) Indemnification includes securing the contractor against liabili- 
ties to third persons and other losses, not compensated by insurance or otherwise. 
The Government is obligated to indemnify the contractor only to the extent ex- 
pressly provided for in the contract, except as provided in (l)o above, 

In^?erest and Other Financial Costa. Tnt^r-mm*. fy.^, ^ 

bond discounts, costs of financing and refinancing operations, legal and pro- 
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fessional fees paid in oonneotlon with the preparation of prospeotuseai coats of 
preparation cuid issuanoe of stoolc rights^ and oosts related thereto, are un-» 
allowable except for intereat aaseaaed by State or local taxing authoritiea \mdei 
the oonditions set forth in (oo) belowo (But see (x)« ) 

(r) Labor Relations Coatgo Costs incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees, employee publications, and other related 
activities, are allowable^ 

(a) Losses on Other Contraotso An excess of oosts over income under any 
other contract (including the contractor's contributed portion under cost-sharinf 
contracts), whether such other contract is of a supply, research and development^ 
or other nature, is unallowable* 

(t) Maintenance and Repair Costs o 

(1) Costs necessary for the upkeep of property (including Government 
property unless otherwise provided for), which neither add to the permanent value 
of the property nor appreciably prolong its intended life, but keep it in an 
efficient operating condition, are to be treated as follows (but see ASER 15^ 
204.2(l))t 

(i) normal maintenance and repair costs are allowable; 
(it) extraordinary maintenance and repair costs are allowable, 
provided such are allocated to the periods to whioh appli- 
cable for purposes of determining contract costs • (But 
see ASER 15-204#l(b)*) 
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(2) Expenditures for plant and equipment which, acooreing to generally 
accepted accounting principles as applied under the contractor's established 
policy, should be capitalized and subjected to depreciation are allowable only 
on a depreciation basis* 

Manufaoturing and Pf eduction Engineering Costs a Costs of manufactur- 
ing and production engineering, including engineering activities in connection 
with the following, are allowable « 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 

(ii) current production problems, such as materials analysis for 

production suitability and component design for purposes of,^ 
simplifying {voduction* 
(▼) Material Costs ■ 

(1) Material costs include the costs of such items as raw materials, 
parts, subassemblies, components, and manufacturing supplies, whether purchased 
outside or manufactured by the contractor, and may include such collateral items 
as inbound transportation and intranait insurance. In computing material costs 
consideration will be given to reasonable overruns, spoilage, or defective work 
(for correotioa of defective work, see the provisions of the contract or proposed 
contract relating to inspeotion and correction of defective work). These costs 
are allowable subject, however, to the provisions of (2) through (5) below* 
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(2) Costa of material shall be suitably adjusted for applicable por- 
ticas of inooma and other oredits, including available trade disoounts, refunds, 

. rebates, allovranoes, and oash discounts, and credits for scrap and salvage and 
material returned to vendors* Such izioome and other credits shall either be 
credited directly to the cost of the material involved or be allocated (as 
credits) to indirect costs. However, where the contractor can demonstrate that 
failure to take cash discounts was due to circvanstanoes beyond his control, such 
lost discounts need not be so credited« 

(3) Reasonable adjuslanents arising from differences between periodic 
physical inventory quantities and related material control records will be in- 
eluded in arriving at the cost of materials, provided such adjuslaaents (i) do not 

^include "write-downs" or "write-ups" of values and (ll) relate to the period of 
performance of the contract* 

(4) Bhen the materials are purchased specifically for and Identifiable 
solely with performance under a contract, the actual purchase cost thereof should 
be charged to the contract* If material is issued from stores, any generally 
recognised method of pricing such material is acceptable if that method is cohp. 

s is tently applied and the results are equitable* Tiiihen estimates of material 
costs to be incurred in the future are required, either current market price or 
anbioipated acquisition cost (if reasonably certain and determinable) may be 
used, but the basis of pricing must be disclosed* 

(5) Costs of materials, services, and supplies sold or transferred be- 
tween plants, divisions or organizations, under a common control, ordinarily shall 
be allowable to the extent of the lower of cost to the trwisf eror or current mar- 
ket price* Howerer, a departure from this basis is permissible irtiere (l) the 
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item is regulaxly manxifaotured and sold by the oontractor through oommeroial /"^i 
oharmels and (li) it is the contractor's long^established practice to price inter- 
organization transfers at other than cost for commercial work; provided that the 
charge to the contract is not in excess of the transferor's sales price to its 
iaost favored customer for the same item in like quantity, or the current market 
price, whichever is lower« 

W Organization Costso Expenditures, such as incorporation fees, at- 
torney^' fees, accountants' fees, brokers « fees, fees to promoters and organizers, 
in connection with (i) organization or reorganization of a business, or (ii) 
raising capital, are unallowable (see (q) above)^ 

(x) Other Business Expenses^ Included in this item are such recurring 
expenses as registry and transfer charges resulting from changes in ownership 
of securities issued by the contractor, cost of shareholders » meetings, normal ^.^--^^ 
proxy solicitations, preparation and publication of reports to shareholders, prt>- 
paration and submission of required reports and forms to taxing and other regular 
tory bodies I and incidental costs of directors and committee meetings* The above 
and similar costs are allowable when allocated on an equitable basis to all 
classes of work* 

(y)- Overtime, Extra Pay Shift and Multi^shift Premiums* 
; (l) This item consists of the premium portion of overtime, extra pay 
shift and multi-shift payments to employees* Preferably such premiwas should be 
separately Identified and handled as indirect costs to be allocated to all work 
of the contractor^ However, where it is the normal practice of the contractor to 
handle these premiums as direct costs, such practice is acceptable if it does not 
result in the Government absorbing a disproportionate share of costs* The same 
considerations govern their inclusion in or exclusion from the base for overhea 
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distribution* Such premiums, when allowable, shall be equitably allocated in 
light of (i) the amount of suoh premium oosts allocated to ncn«»GoTersment work 
being concurrently performed in the contractor's plant and (ii) the factors which 
necessitate the incurrence of the costs • 

(2) Overtime, extra pay shift and nulti-shift premium expenses may 
arise in two distinct ways in connection with the contract! (i) by initial 
a§5reement between the contractor and the contracting officer that known condi^ 
tions warrant the use of suoh premium labor j . and (ii) to meet unexpected condi- 
tions or emergencies arising in the course of the contract^ not contemplated by 
the contracting parties 9 

(3) The allowability of overtime, extra pay shift and multi-shift 
premiums will be determined as follows t 

(i) to the extent that the contractor and the contracting officer 
initially agree that such premiums are necessary in view of 
known conditions, and the oontraotizig officer so authorizes 
in writing, such costs are allowable; and 
(ii) with respect to unexpected conditions or emergencies arising 
in the course of the contract, such costs are 
^ (a) unallowable if the contractor is already obligated to 

meet the contract delivery schedule without additional 
compensation therefor} 

(B) allowable to the extent authorized in writing by the con- 
traoting officer, in the case of cost reimbwsement type 
contracts ; and 

(C) allowable to the extent authorized in writing by the con- 
tracting officer prior to final pricing, in the case of 

fixed^price re determinable or incentive type contracts* 
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(2) Patent CostSo Costs of preparing disolosTirea, reports, and other 
documents required by the oontraot and of searching the art to the extent neces- 
sary to make such invention disclosures « are allowable* In accordance vfith the 
clauses of the contract relating to patents , costs of prepcurixig dociMents and 
any other patent coats, in connection with the filing of a patent application 
where title is conveyed to the Government, are allowabloo (See also (ilj and 
(jj) belowo) 

(aa) Pension Plans * See (f) above 0 

(bb) Plant Protection Costs o Costs of items such as (i) wages, uniforms, 
. and equipment of personnel engaged in plant protection, (ii) depreciation on 
plant protection capital assets, and (ill) necessary expenses to comply with 
military security requirements, are allowable* 

(oc) Plant Reoopversipn Costa » Plant reconversion costs are those incTnp?^d^ 
in the restoration or rehabilJ.tation of the contractor's facilities to approx:*. 
mately the same condition fixiating immadiately prior to the commencement of the 
military contract work, fair wear and tear excepted* Reconversion costs are 
unallowable except for the cost of removing Government property and the restora-- 
tion or rehabilitation costs caused by such removal* 

(dd) Pt'econtraot Costs* Precontract costs are those incurred prior to the 
effective date of the contract directly^ pxarsuant to the negotiation and in 
anticipation of the award of the contract where such incurrence is neceaaary 
to comply with the proposed contract delivery schedule* Such costs are allowable 
to tiie extent that they would have been allowable if Incurred after the date 
of the contract* (But see ASPR 15-204*l(b)«) ^ 

(ee) Professional Service Costs - Legal, Aocounting, Engineering, and 
Other* 
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(1) Costa of professional servioea rondered by the members of a 
partioular profession vdio are not employees of the oontraotor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the servioes 
rendered and when not contingent upon recovery of the costs from the GoTsmment 

(but see (w) above). 

(2) Factors to be considered in determining the allowability of costs 

in a particular case includes 

(I) the past pattern of such costs, particularly in the years 

prior to the award of Ctovemment conlaraetsi 
(ii) the impact of Government contracts on the contractor's busi- 
ness (i.e., what new problems have arisen)} 
(iii) the nature and scope of managerial services expected of the 
oontraotor* s own organisations j and 
(iv) whether the proportion of Government work to the contractor's 
total business is such as to influence the contractor in 
favor of incurring the cost, particularly where the ser-dces 
rendered are not of a continuing nature and have little 
relationship to work under Government contracts* 
Retainer fees to be allowable must be reasonably supported by evidence of services 
rendereda 

(3) Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense of 
anti-trust svdts, and the prosecxition of claims against the Government, 
unallowable. Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with patent infringement litigation, are unallowable 
unless otherwise provided for in the contract* 
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(ff) Profits and Losses on Disposition of Plants Equipment^ or Other Capit 

Assets o Profits or losses of any nature arising from the sale or exchange of 

plant t equipment^ or other capital assets ^ Including sale or exchange of either 

short or long term Investments « shall be excluded In computing contract costs 

(but see (l) (2) above as to basis for depredation) • 

(Sg) Recruiting Costa » Costs of '*help wanted** advertising, operating costs 
of an employment office necessary to secvire and maintain an adequate labor force, 
costs of operating an aptitude and educational testing program, travel costs of 
employees while engaged in recruiting personnel, and travel coats of applicants 
for interviews for prospective employment are allowable • Ivlxere the contractor 
uses employment agencies, costs not in excess of standeird commercial rates for 
uch services are also allowable© Costs of special benefits or emoluments 
offered to prospective employees beyond the standard practices in the industry 
are unallowable • 

(hh) Rental Ccstsc (Including Sale and Leaseback of Faollltles)< , 

(1) Rental costs of land, bulldixig, and equipment and other personal 
property are allowable if the rates are reasonable in light of such factors as 
the type^ life expectancy, condition, and value of the facilities leased, options 
available, and other provisions of the rental agreement* Application of these 
factors involves comparison of rental costs witli costs which would be allocable 
if the facilities were owned by the contractor # 

(2) Charges in the nature of rent between plants, divisions, or organic 
zatlons under common control are unallowable except to the extent such charges do 
not exceed the normal costs of ownership, such as depreciation, taxes, insurance, 
wnd maintenance? provided that no part of such costs shall duplicate any other 
allowed costso 
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(3) . Tftxlesa otherwise apeoifioally provided in the oontraot, rental 
oosts specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal oosts, suoh aa depreciation, taxes, instirance, and maintenance, borne 
by the lessor, which would have been incurred had the contractor retained legal 
title to the f aoilities* 

(ii) Research and Development Costs» 

(1) Research and development costs (sometimes referred to as general 
engineering costs) are divided into two major categories for the purpose of con- 
tract costing — (i) general research, also referred to as basic research, funda^ 
mental research, pure research, and blue-aky research and (ii) related research or 
development, also referred to as applied research, product research, and product 
line ra8earoh# 

(2) General researoh is that type of research which is directed toward 
increase of knowledge in science* In such research^ the primary aim of the 
investigator is a fuller knowledge or imder standing of the subject under study, 
rather than a practical application thereof • Costs of independent general 
researoh (t^iat which is not sponsored by a contract, grant, or other arrangement) 
are allowable, subject to (6) below# Reasonableness of the cost should be deter- 
mined in light of the pattern of the cost of past programs, particularly those 
existing prior to the placing of Government contracts • 

(3) Related research is that type of research which is directed 

toward practical application of science* Development is the systematic use of 

scientific knowledge directed toward the production of useful materials,, davioaa^. 

methods, or processes, exclusive of design,, manufaotiiring^^and ^»roduotlon 
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engineering (aee (l) above)* Coats of a contractor's independent related 
research and development (that which is not sponsored by a contract, grant, or 
other arrangement) are allowable, subject to (6) below, under any production con- 
tract to the extent that the research and development are related to the contract 
product line and tlie coats are allocated to all production work of the contractor 
on the contract product lineo Such costs are unallowable under research and 
development contractso 

(4) Independent research and development projects shall absorb their 
appropriate share of the indirect costs of the department where the work is per^* 
formedo 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior to 
the award of a particular contract, are unallowable* 

(6) The reasonableness of expenditures for independent research and ' 
developaent must be scrutinized with great care in connection with contractors 
whose work is predominantly or substantially with the Government* Vihere such 
expenditures are not subject to the restraints of commercial product pricing, 
there must be assurance that these expenditures are made purs\iant to a planned 
research program which is reasonable in scope and is well managed. The costs 
should not exceed those which would be incurred by an ordinarily prudent person 
in the conduct of a competitive business* (See ASPR 15-204ol(b)*) 

(jj) Royalties and Other Costs for Use of Patents* 

(l) Royalties on a patent or amortization of the cost of acquiring by 
purchase a patent or rights thereto, necessary for the proper performance of the 
contract and applicable to contract products or processes, are allowable, unless-&>^ 
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(l) the Go^rrment has a lloense or the right to free use 
of the patent I 

(li) the patent has been adjudloated to be invalid^ or has 
been adminlstratlTely determined to be invalid} 
(iii) the patent is oonsidered to be unenforceable; or 
(ir) the patent is expired^ 

(2) Special care should be exercised in determining reasonableness where 
the royalties may have been arrived at as a result of less than arm^s length 
bargaining; e^ got 

(i) royalties paid to persons^ including corporations^ 
affiliated with the contractor} 
(ii) royalties paid to unaffiliated parties^ including oor-^ 
porations, under an agreement entered into in contem- 
plation that a Government contract would be awarded; or 
(iii) royalties paid under an agreement entered into after the 
award of the contract© 

(3) Special care should also be exercised with respect to royalties 
paid to unaffiliated parties ^ including corporations, upon patents the cost of 
which, ,b'r the cost of research and development work thereon, were substantially 
recovered through Government grants or charges against Government contracts or 
subcontracts* 

(4) In any case involving a patent fdrmer.ly owned by the contractor ^ 
the amount of royalty allowed should not exceed the cost which would have been 
allowed had the contractor retained title thereto* 

(5) See ASFR 15-204*l(b)* 

(kk) Selling Costs* 

(1) Selling costs arise in the marketing of the contractor's products 
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i and include ooats of sales promotion, negotiation, liaison between Government 
repreaentativea and oontraotor^s personnel, and other- related activities^ 

(2) Selling ooats are allowable to the extent they are reasonable 

and are allocable to Government business (but see ASPR 15-204ol(b))* Allooability 
of selling costs will be determined in the light of reasonable benefit to the 
Government arising from such activities as teohnicalt consulting, demonstration, 
and other services which are for piirposes siwh as application or adaptation of 
the contractor's products to Government use« 

(3) Notwithstanding (2) above, salesmen^ or agents* compensation, 
fees, commissions, percentages, or brokerage fees, which are contingent upon 
the award of contracts, are allowable only v/hen paid to bona fide employees 

or bona fide established commercial or selling agencies maintained by the con- 
tractor for the p\irpose of securing business o . 

(11) Service and Warr^ty CoatSo Such costs include those arising from ^ 
fulfillment of any contractual obligation of a contractor to provide services, 
such as installation, training, correcting defects in the products, replacing 
defective parts, making refunds in the case of inadeq\xate performance, etco 
TfUhen not inconsistent with the terms of the contract^ such service and warranty 
costs are allowable^ However, oate should be exercised to avoid duplication of 
the allowance as an element of both estimated product cost and ri8k# 

(mm) Severance Pay# 

(l) Severance pay, also commonly referred to as dismissal wages, is 
a payment in addition to regular salaries and wages, by contractors to workers 
whose employment is being terminated* Costs of severance pay are allowable only 
to the extent that, in each case, it is required by (i) law, (ii) employer- 
employee agreement, (iii) established policy that constitutes, in effect, an 
Implied agreement on the contractor's part, or (iv) circumstances of the 
pcurticular employment* 3g 
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(2) Costs of sev^ranoe pajo&ents are divided into tvro oategories as 

follows I 

(i) actual normal turnover severance payments shall be 
allocated to all work performed in the contractor's 
plant; or, where the contractor provideis for accrual 
of pay for normal severances such method will be 
acceptable if the amount of the accrual is reasonable 
in light of payments actually made for normal severances 
over a representative past period^ and if amounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance pay is of such a conjeotxiral 
nature that measurement of cost by meema of an accrual 
will not achieve equity to both parties • Thus accruals 
for this purpose are not allowable • However, the Govern- 
ment recognizes its obligation to participate, to the 
extent of its fair share, in any specific payment* Thusp 
allowability will be considered on a case-by-case basis 
in the event of occurrence • 
(nn) Special Tooling Costa » The term ^'special tooling'' means property 
of such specialized nature that its use, without aubstantial modification or 
alteration, is limited to the production of the particular supplies or the 
performance of the particular services for which acquired or furnished* It 
includes, but is not limited to, jigs, dies^ fixtures, molds, patterns, special 
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taps, special gauges, and special test equipmeat# The oost of special tooli^^"^ 
when acquired for and its usefulness is limited to one or more Government con- 
tracts, is allowable and shall be allocated to the specific Government con- 
tract or contracts* 
(oo) Taxes > 

(1) Taxes are charges levied by Federal, State » or local governments • 
They do not include fines and penalties except as otherwise provided hereino 

In general, taxes (including State and local income taxes) which the contractor 
is required to pay and which are paid or accrued in accordance with generally 
accepted accounting principles are allowable, except fort 

(i) Federal incone and excess profits taxes} 
(il) taxes in connection with financing, refinancing or 
refunding operations (see (q))j 
(iii) taxes from which exemptions are available to the con- 
tractor directly or available to the ocntraotor based 
on an exemption afforded the Goverxament except when 
the contracting officer determines that the adminis- 
trative bwden incident to obtaining the exemption 
outweighs the corresponding benefits accruing to the 
Government; and 
(iv) special assessments on land which represent capital 
improvements • 

(2) Unadjudicated taxes otherwise allowable under (l) above, but 
which may be illegally or erroneously assessed, are allowable; provided that 
the contractor prior to payment of such taxes t 

(i) promptly requests instructions from the contracting 

officer concerning such taxes; and 
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(il) takes all aotlon dLreoted by the oontraoting 

officer, inoluding cooperation with and for the 
benefit of the Go-vemaent, to (A) determine the 
legality of such assessment or^ (B) secure a 
refund of such taxes • 
Reasonable costs of any suoh action undertaken by the contractor at the direction 
of the contracting officer are allowable • Interest and penalties incurred by a 
contractor by reason of the nonpayment of any tax at the direction of the con- 
tracting officer or by reason of the failure of the oontraoting officer to 
assure timely direction after prompt request theref or^ are also allowable* 

(3) Any refund of taxes, interest, or penalties, and any payment to 
the contraotbr of interest thereon, attributable to taxes, interest, or penalties 
which were allowed as contract costs, shall be credited or paid to the^ Go^rnment 
in the manzier directed ly the GoTOrraaent, provided any interest actually paid or 
credited to a contractor incident to a refund of tax, interest or penalty shall 
be paid or credited to the GoTernment only to the extent that such interest 
accrued over the period during which the contractor had been reimbursed by the 
Government for the taxes, interest, or penaltieso 

(PP) Trade, Business, Technical and Professional Activity Costso 
• \ (I) Memberships o This category includes costs of memberships 
in trade, business, technical, and prof essional organisations* Suoh costs are 
allowable* 

(2) Subscriptions o This item includes cost of subscriptions to 
trade, business, professional, or technical periodicals* Such costs are 
allowable* 

(3) Meetings and Conferences* This item includes cost of meals, 

transportation, rental of facilities for meetings, and costs incidental 
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thereto^ when the primary purpose of the inourronoe of auch ooata is the dissc 
mination of teohnioal information or stimulation of prodiotion^ Suoh oosts are 
allovrable# 

(qq) Training and Eduoational Costs # 

(1) Costs of preparation and maintenanoe of a program of instruct- 
tion at nonoollege level, designed to iziorease the Tooational effeotiTeness of 
bona fide employees, including training materials^ textbooks^ salaries or 
wages of trainees during regular working hours, and 

(i) aalaries of the director of training and ataff 
when the training program ia oonduoted by the 
contract or I or 
(ii) tuition and fees when the training is in an 

institution not operated by the conbraotori / 

are allowable^ 

(2) Coats of par'b-time technical, engineering and scientific 
education, at an under-graduate or post-graduate college level, related to the 
job requirements of bozia fide employees, including onlyt 

(i) training materials | 

(ii) textbooks I 
(ill) fees charged by the educatibnal institution} 

(iv) tuition charged by the eduoational institution, or 
in lieu of tuition, instructors^ salaries and the 
related share of indirect cost of the eduoational 
institution to the extent that the sum thereof is 
not in excess of the tuition which would have 
been paid to the participating educational 
institutionj and 
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' (v) straight- time oompensatioa of eaoh employee for 

time spent attending olasses during working hours 
not in exoess of 166 hours per year where oiroum- 
stances do not permit the operation of classes or 
.attendance at classes €ifter regular working hours; 

are allowable • 

(3) Costs of tuition, feee, training materials and textbooks (but 
not subsistence, salary, or any other emoluments) in ocnneotion with fulltime 
soientif io and engineering education at a post-graduate (but not under-graduate) 
college level related to the job requirements of bona fide employees for a 
total period not to exceed one school year for eaoh employee so trained, are 
allowable • In unusual cases where required by military technolo©r^ the period 
may be extended^ 

(4) Maintenance expense, and normal depreciation or fair rental, 
on facilities owned or leased by the contractor for training piurposes are 
allowable to the extent set forth in (t), (i), and (hh) above, respective lye 

(5) Grants to educational or training institutions, including 
the donation of facilities or other properties, scholarships or fellowships, 
are considered contributions (see (h) above)* 

(rr) Transportation Costs* Transportation coata include freight, 
express, cartage, and postage charges relating either to goods purchased, in 
process, or delivered# These costs are allowable* Vihen such costs can readily 
be identified with the items involyed, they may be dreoted coated as transporta«» 
tion costs or added to the cost of such items (see (v) above). TWiere identifi^ 
cation with the materials received cannot readily be made, inbound transportation 
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ooata may be charged to the appropriate indireot ooat aocounta if the contra^ 
follows a oonaistent, equitable procedure in this reapeot* Outbound freilpit, 
if reimbursable under the terms of the oontractt should be treated as a 
direot oosto 

(as) Travel Coats » 

(1) Travel oosts inolude oosts of transportation^ lodgings sub«* 
sistence^ and incidental expenses, incurred by contractor personnel in a 
travel status while on official compaziy business^ 

(2) Travel costs may be based upon actual costs incurred, or 

on a per diem or mileage basis in lieu of actual codts, or on a combination of 
the two, provided the method used does not result in an unreasonable charge* 

(3) Travel costs incurred in the normal course of over«all admin** 
istration of the business and applicable to the entire business are allowable^' 
Such costs shall be equitably allocated to all work of the contractore 

(4) Travel costs directly attributable to specif ia contract per« 
formance are allowable and may be charged to the contract in accordance with 
the principle of direct costing (See ASER 15*202) o 

(5) ITecessary, reasonable costs of family movements and personnel 
movements of a special or mass nature are allowable, subject to allocation 
on tiie basis of work or time period benefited when appropriate • (But see 
ASPR 15-.204.l(b)0 
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